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A. THE STRENGTH OF BRITAIN'S ECONOIC POSITION IN

THE FIRST POST-KOREAN YEAR JULY 1950-JUNE 1951

In the first part of this Memorandum we argued that the strength

displayed by the British econm7y during the six months preceding the out-

break of the Korean war concealed serious weaknesses which were bound to

make themselves felt at a later date even if there had been no Korea. Ex-

ternally, during the first half of 1950 Britain achieved an overall surplus

in her current account of 4 84 million (annual rate) and increased her

dollar reserves by $734 million. The caoital account, which since the end

of the war had been a serious drain on Britain's resources, for the first

time showed a net surplus of receipts over payments. Internally, financial

stability had been maintained in spite of the drastic devaluation of sterl-

ing in September 19L9 and production had expanded considerably: In June

1950 the index of retail prices was only 1.8 percent higher than in September

1949, while the index of wage rates showed a rise of only 0.9 percent. Whole-

sale prices had risen by 11 percent and export prices by 5 percent, at which

level they were more than competitive in world markets. Industrial produc-

tion during the first half of 1950 increased by 8 percent compared with the

corresponding period of 1949 due mainly to higher output per man, and there

was also a substantial increase in the output of meat and dairy products.

The conclusion, however, which was widely drawn from these gains,

namely, that Britain's economic difficulties had been solved, was premature

for the following reasons which we pointed out in the first part of this

Memorandum:
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(a) Imports were still substantially below nre-war and were

maintained at that level only through very severe restrictions and through

the deTletion of stocks. An increase of imports to their -nre-war volume

would have been sufficient to convert the current account surnlus into a

deficit. (b) A considerable -art of the imorovement in the dollar -oosi-

tion was due to a return of flight canital, which was a non-recurring

resource. Another important nart was due to intensified restrictions

against dollar imports by other sterling area countries. These restrictions,

however, were not likely to be maintained in viev of the im-Orovement in

the dollar nosition of the individual countries in the group. Finally,

of the $735 million increase in the gold and dollar reserve which took

place during the first half of 1950, $515 million were due to the receipt

of American and Canadian aid. (c) The net surplus on carital account

concealed considerable releases of sterling balances and exports of

canital to certain countries offset by very large accumulations of sterling

by other countries and especially Austrnlia and the colonies. Ie pointed

out in the first nart of this Memorandum that such accunMulationsof sterl-

ing by one group of countries could not continue indefinitely, while the

tendency to make large releases of sterling to other countries and to ex-

nort ca:)ital remained and was again bound to prove an unfavorable factor

in the British external position as soon as the accumulation of sterling

by countries like Australia was arresteO or reversed. (6) Ijith regard

to internal conditions, we nointed out that further increases in -rices

and costs appeared inevitable since there was a strong pressure for wage

increases and since the rise in raw material nrices had not yet been re-
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flected in the prices of finished goods. Simil.rly, inflationary pressures,

although reduced, were still pnresent and rhysical controls and restrictions

were still necessary. Finally, no further great expansion in production

appeared likely.

Our overall conclusion on the position of the British economy at

the time of Korea was as follows: "The nrogress made by the British economy

in 1950 was spectacular but it still fell short of complete recovery.

Britain had succeeded in restoring a considerable degree of balance in its

economy but that balance was still a orecarious one and depended as much on

controls and restrictions and on the rublic snirit of the nopulation as on

purely economic forces. It is probable that several more years of sustained

effort would have been required before the country had completely adjusted

itself to the changed conditions, internal and external, of the post-war

neriod.'" It also followed from this conclusion that the increnstd military

expenditures decided uon after Korea were bound to imose a very severe

strain on the British economy.

Developments during the first post-Korean year seemed to suggest

that this interoretation of the British economic situation had been unduly

pessimistic.

I. - The External Position during July 1950-June 1951

During July-December 1950 the British balance of nayments showed

frther considerable imnrovement and the gold and dollar reserve increased

by another $878 million, while the internal economic situation remained good.

During January-,June 1951 the rise in the value of imnorts resulted in some
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deterioration in Britaints external accounts but the overall position

was still strong and there was a further increase of $567 million in the

gold and dollar reserve. Internally, the rise in imnort orices and a

relaxation of economic discipline were pushing prices unwards at a faster

rate than in the rest of the vorld, but the effects on the country's

overall economic nosition had not yet been felt.

3xternal economic develoiments in the first nost-Korean year are

summarized in the following table:

Overall Current Account
(Million t)

1950 1251
1st Half 2nd Half 1st Half

Receipts

Exports 1,040 1,183 1,310
Other 428 492 598

Total 1,468 1,675 1,908
Payments

Imports 1,165 1,217 1,646
Other 333

Total 1,426 1,496 1,979
Net Balance 4 42 #179 - 71

Overall Canital Account
(Million ;)

1950 1251
1st Half 2nd Half 1st Half

Investment (-) or
borrowing (I) 25 1 23 - 163
Sterling balances;
Net increase (4) or
decrease -) 84 404

Net exnort (-) or
im-ort () of
capital / 109 1a7 241

Grants i1l 28 33

Total net receipts(L)
or payments (-) on
capital account . 220 # 135 274
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This table shows that the continued strength of Britainis

overall external position in the first -ost-Korean year was due to two

factors, increased invisible earnings and very large accumulations of

sterling balances. Net invisible earnings during the period July 1950-

June 1951 increased by I 144 million comnared with the first half of 1950

(annual rate), almost exactly offsetting the increase in the trade deficit

resulting from the higher value and volume of imoerts. Similarly, there

was an increase of 1220 million in the accumulation of sterling balances

comnared with the first half of 1950 (annual rate) which offset the in-

crease in capital exports and the decline in foreign grants that took

place during that neriod. Both factors were connected with the very sharp

rise in the prices of sterling area primary products which occurred after

Korea,1 and as such, were bound to prove temnorary and, in the case of sterl-

ing accumulations, actually to reverse themselves. A third factor which,

however, was not independent but resulted from the strength exhibited by

sterling during that period wns the ex-pectation of revaluation which led

to a considerable speculative demand for sterling in foreign markets.

3stimates of the overall British balance of -ayments are of

limited significance in assessing the real British external position since

they conceal the existence of large surnluses in certain currencies and

1/ Of the total increase of 144 million in net invis'ble earnings between

the first half of 1950 (annual rate) and the first post-Korean year

July 1950-June 1951, Ll3O million renresented an increase in net invisible

earnings from the rest of the sterling area, mainly investment income

and shipping.
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large deficits in other currencies vhich do not cancel out but require

offsetting movements in the carital account. A breakdown of the British

balance of payments by major currencies or areas during the neriod under

consideration reveals more clearly-the precarious nature of Britaint s ex-

ternal strength during that period.

1 - The Dollar Area

The increase in Britain's dollar reserves ins due almost exclusively

to the dollar surplus of the sterling area and to speculative ca-ital move-

ments. This may be seen in the following table which summarizes the British

balance of rayments position with the dollar area in 1950 and in the first

half of 1951:



Million S
Current Account

1950 1951
1st Half 2nd Half 1st Half

Receints
3xports 133 183 188
Other 58 38 -k

Total 191 221 253

Payments
Imoorts 203 226 304
Other 44 46 62

Total 247 272 366

Net Balanoe - 56 -51 -113

Carital Account

Rleceiott
American grants 152 96 44
Defense aid - - 3
Dollar surplus of rest of sterling area:

(a) Dependent territories 54 80 117
(b) Inderendent countries 9 11 38

Purchase of gold from rest of sterling
area 53 47 41

Recei.ts of gold and dollars from other
areas - 2 48

Liquiidation of dollar investments 15 14 11
Increase in sterling liabilities towards

dollar area 1 47 -
Government borrowing .20 5
Other imports of capital 32 85 26
Other 12 8 6

Total 348 390 339

Payments
Renayment of dollar loans 17 20 14
Other 5 9

Total 30 25 23

Net Balance 318 365 316

Increase in Gold and Dollar Reserves

Net balance on capital account less
deficit on current account 262 314 203
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The preceding table shows that three items in the capital account;

namely,the dollar surplus of the rest of the sterling area, the receipts

of gold and dollars from other areas and other imports of canital account

for a large part of the increase in Britaints reserves during the period

under consideration. Of these three items, the last two represented to a

considerable extent sneculative capital movements and were not, therefore,

a dependable source of dollars for the British balance of payments.

Similarly, the dollar surplus of the independent countries of the sterling

area was the product of the exceptional circumstances of 1950-51 rather

than a characteristic feature of the areat s balance of payments structure.

Most of the sharp cuts in dollar imnorts decided upon by these countries

before devaluation were still in operation in 1950 and in the first part

of 1951 at a time vhen dollar earnings from the sale of primary products

to the United States were abnormally high as a result of the fantastic

post-Korean rise in the prices -of these products. It is clear that a

relaxation of imnort restrictions and a return of prices to more normal

levels would have wiped out the dollar surylus of the inde-endent countries

of the sterling area. The dependent territories have been steady contri-

butqrs of dollars to the British balance of payments, but judging from

the experience of earlier years, the contribution of these territories to

Britaints dollar resources was unlikely to exceed a100 million per annum

in a normal year comnared with &197 million in the first nost-Korean year.1i

While Britaints dollar earnings were thus decentively large in

1950-51, her dollar expenditures during that neriod were below normal as a

J1 See next page (page 9) for footnote.



result of the maintenance of very severe restrictions on dollar imorts

and of the rinning down of stocks.2/ Moreover, the servicing of the

American loan, which was to require ,62 million rer annum, was only due

to begin in the second half of 1951.

li (from page 8)
Trade of Rest of Sterling

Area with Dollar Area
(4illion Dollars)

Derendent Inderendent Sterling
Territories Area Countries

Exnorts
1948 490 635
1949 385 510
1950 500 710
1st half 1951 405 640
2nd half 1951 240 365
1st half 1952 290 405

Imports
1948 315 845
1949 220 805
1950 130 590
1st half 1951 85 450
2nd half 1951 125 700
1st half 1952 120 700

Trade 3alance
1948 4175 - 210
1949 4165 - 295
1950 4370 120
1st half 1951 4320 4 190
2nd half 1951 4115 - 335
1st half 1952 4170 - 295

2 B 3ritish imports from the dollar area have been as follows since 1948:

1st Half 2nd Half 1st Half
1948 1949 1951 1 1952

(Hillion Dollars)
Foodstuffs 569 615 451 322 340 322
Tobacco 87 93 97 21 146 15
Raw materials 561 545 400 327 471 469
Petroleum 183 160 130 95 152 92
11achinery and vehicles 166 145 101 72 69 82
Other 6 46 24 14 20 18

Total 1,629 1,604 1,203 851 1,197 998
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Taking all these considerations into account ve may conclude that

Britaints dollar surplus in 1950-51 iras a temnorary rhenomenon irhich creoted

an erronpous imoression about the real British external nosition.

If one attemoted to determine what the British dollar accounts

would have been in 1950-51 in the absence of the excentional circumzstances

mentioned above, one would orobably find that instead of a 7500 million

surplus with the dollar nrea there, would have been a deficit of the order

of over &50 million:

Million &
July 1950 - June 1951

Normal Actual
Current Account

Imports -580 -530
Exoorts 4 380 #31
Trade Balance -200 -159
Balance of invisibles --
Current account deficit -200 -162

Canital Account
Receipts

American grants - 140
Dollar surplus of dependent territories 100 197
Dollar surolus of indenendent countries

of sterling area - 49
Purchases of gold from sterling area 80 88
Recei-ts of gold and dollars from other - 50

areas
Liquidation of dollar investments - 25
Increase in sterling liabilities to

dollar area 47Miscellaneous imports of capital 25 112
Other 10 14

Total104
215 722

Payments
Repayment of dollar loans 35 34
Dollar deficit of indenendent

sterling area countries 25 -
Dollar payments to other areas 10 -
Other 10 14

Total 80 48
Net Balance on capital account L 135 # 674

Increase in gold and dollar reserves - 65 L 512
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Adding the 162 million annual payments for the servicing of the

American and Canadian loans, we may conclude that the prospects after 1951

were for a dollar deficit of over 100 million per annum which could have

been avoided only by a severe cut in British dollar imports. This is an

entirely different picture from that suggested by the plethora of dollars

experienced in 1950-51.

2 - The Sterling 1rea

Ke have seen that the strength of Britain's position vis-a-vis

the dollar area in 1950-51 was due in large part to the fact that sterling

area countries turned in their dollars against sterling instead of spending

them on dollar goods. Britain's position vis-a-vis the sterling area dur-

ing that period is characterized by the fact that the sterling thus acquired

by the sterling area countries was allowed to accumulate in London rather than

be used for purchases of British goods. The following table shows that

Britain's current account surplus with the sterling area was barely sufficient

to finance her exports of capital to the area and the purchase of newly-mined

gold from the area. The payments made for the dollars and other currencies

obtained from the sterling area and other areas were wholly offset by an

increase in sterling liabilities i.e., by an increase in Britain's short-term

sterling debt:
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Million L
Current Account

1950 1951
1st Half 2nd Half 1st Half

Receipts
3xports 467 528 581
Other Mo 231 300

Total 657 759 881
Payments

Imports 457 500 654
Other 117 124 139

Total 574 624 793
Net Balance 8 3  135 88

Canital Account

Receints
Increase in sterling liabilities 217 161 368

Payments
Purchases of gold from sterling area 53 47 41
Purchases of dollars from sterling area 63 91 155
Purchases of other currencies from

sterling area 114 94 170
3-norts of canital 0 64 90

Total 300 296 456
Net Balance - 83 -135 - 88

It should be noted that the increase in sterling liabilities shown

in the preceding table is a net figure i4hich conceals large releases of

sterling to certain countries and large accumulations by other countries.

The significance of this, as already stated, is thnt irhile siaeable annual

releases of sterling are -nart of a settled British policy and, therefore, a

regular burden on the British balance of nayments, large accumulations of

sterling by other sterling area countries or territories cannot be considered

as anything but a temporary feature of the balance of rayments. This

means that Britain's position in relation to the storling area in

1950-51 was built on a highly precarious basis. If there had been no
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accumulation of sterling by certain countries Britain would have been able

to balance her accounts with the sterling area only through an increase in

her exnorts to the area or a reduction of her imports from the area by some

L300 million, i.e., by about 50 percent. This is the measure of the dis-

equilibrium underlying the relationshin between Britain and the rest of the

sterling are in 1950-51.

3 - The 0MC Countries

Another source of strength in Britain's balance of -ayments

position in 1950-51 was its surplus with 0430 countries to the extent that

it resulted in an accretion of gold and dollars. (The nart of the surplus

which was financed through British credits to OE30 countries wps a burden

and not a gain for Britain.) Again, however, this was a surnlus which was

likely to prove temporary. In 1949, the British current account with 0M0

countries was in approximate balance, but there was a heavy outflow of

capital which resulted in considerable gold and dollar payments and in a

large increase in short-term debt. The improvement vhich occurred during

the first half of 1950 was due mainly to the following three developments

which are shown in the accompanying table: (a) British exnorts to 0330

countries increased more than British imports from the area, (b) other

British receipts also increased very considerably (probably reflecting in

nart a reversal of capital flight) and, (c) the rest of the sterling area

which in 1949 had a substantial deficit with the OE20 countries develaoed a

large surplus with theze countries mainly as a result of the increase in

the demand and prices of sterling area primary products. These factors con-

tinued to operate in the second half of 1950, but the sharpo increase in



British imports from CEEC countries following trade liberalization turned

the British current account surplus into a deficit. This however, was

more than offset by the large surplus earned by the rest of the sterling

area in its trade with CEEC countries:

Current Account
(Million L)

1949 1950 1951
Receipts 1st MTf 2nd Half 1st Half

Exports 420 2d6 308 365
Other 158 99 134 134

Total 7 3T5

Payments
Imports 457 272 300 435
Other 125 60 73 * 90

Total 3r2 332 732
Net Balance - 4 /53 /69 - 26

Capital Account
(Million 10

Receipts
Transfers of CEEC currencies

from other areas - 49 65 95
Transfers of gold and dollars

to CEEC countries 39 2 5 -
Repayment of Government loans 4 10 17 6
Increase in sterling liabilities

to OEEC countries 69 - 4 27
Decrease in official holdings of

OEEC currencies 15 - - 23
Other 5 3 1 1

Total 137 92 1 2
Payments

Acquisition of gold and dollars
from (EEC countries - - - 37

Government lending to CEEC
countries - - - 22

Other capital exports to OEEC
countries 20 19 6 33

Increase in credits or decrease
in debits with EPU - - 80 34

Decrease in sterling liabilities
to CEEC countries - 48 - -

Increase in official holdings of
GEEC currencies - 18 10

Credits under Intra-European
Payments Agreenent 46 31 65

Sterling revaluation payments 34 1 -
Transfer of CEEC currencies to

other areas 28 - -

Total 12 IY 151 17
Net Balance / 4 - 53 - 69 / 26
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The preceding table shows that in the first half of 1951

Britain had a current account deficit irith the 0730 countries and in

addition was transferring large sums of sterling to them on ca-0ital account.

The continued strength of her overall nosition vis-a-vis the group was due

mainly to the surplus of the rest of the sterling area with the 022C

countries (S95 million), This surplus, however, was largely the result

of the boom in primary products which followed the outbreak of the Korean

war and of the fact that sterling area countries had been slow in relaxing

their imort restrictions in resnonse to their inflated home demand and

their stronger external nosition. It w--s not, therefore, a fnctor on Thich

Britain could nermanently count to offset her own deficit aad her large

transfers of funds to 0370 countries.

4 - We-stern Hemisnhere other than Dollar Area

A final disturbing feature of the British external position

during that period was the lor volume of trade -ith Latin America, i.e.

with the region which could supply Britain with many of the primary pro-

ducts needed by her econoMr and 1which could absorb large quantities of

British exports. The folloring table shows that in 1950-51, -hen the value

of overall British imports increased considerably, the value of British

imorts from Latin America actually declined and there was no exansion in

British exnorts to the area:
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Million L
Current Account

1950 1951
1st Half 2nd Half 1st Half

Receipts
Exports 53 56 57
Other 44 38 43

Total 97 97 100

Payments
imports 103 57 74

Other 4 3 4
Total 107

Net Balance - 10 /34 /22

Capital Account

Receipts
increase in sterling liabilities 8 - 10

Sales of investments 6 26 4
Other 2 - -

Total 16 MET

Payments
Decrease in sterling liabilities - h3 -

Revaluation payments 2 - 11

Sterling drawings on I. ILF. - - 10

Exports of capital - 6 11

Other 4 11 4
Total -6 E0- 37

Net Balance /10 - 34 - 22

Our conclusion from the preceding examination is that Britain's

external strength in 1950-51 was deceptive because it was based on three

wholly temporary factors, namely (a) continued severe restrictions on

British imports and running down of stocks, (b) exceptionally large foreign

exchange earnings by other countries of the sterling area, (c) accumulation

of a large part of these earnings in London in the form of sterling balances

due to the delay in utilizing them for the financing of larger imports.
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II. The Internal Position during July 1950-June 1951

A similar conclusion holds with regard to the internal British

situation during that period.

The progress made during the first half of 1950 was naintained

in the first post-Korean year. Industrial production, which had increased

by 8 percent between the first half of 1949 and the first half of 1950,

expanded by another 4 percent in the first half of 1951. Abricultural

production increased by 6 percent over 1949. ietail prices, which had risen

by only 2 percent during the first half of 1950, rose by another I percent

between July 1950 and March 1951. In the same period retail prices in the

United States increased by 7 percent. Similarly, wage rates rose less in

Britain than in the United States during that period (by 6 percent as com-

pared with 8 percent in the United States).

That 1950 and the first months of 1951 were a period of internal

stabilization is also shown by the fact that during that period there was

a considerable improvement in Government finances and only a moderate increase

in bank credit. During the fiscal year April 1950-March 1951 the

overall budget surplus totalled L250 million compared with 162 million in
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1949-1950.

1/ The British budget accounts are divided into two categories, "above-the-
line" accounts.and "below-the-line" accounts. The former include the
ordinary receipts and expenditures of the Government, the latter include
principally loans and other non-revenue items. Comparing 1950-51 with
1949-50 we find that there was both an increase in revenue and a decline
in expenditures between the two periods:

1949-50 1950-51
(Mlion In) (Mlion 76)

Receipots
LZ.Aove-the-line

Taxes 3,687 3,730
Other 237 248

2-Below-the-line Total 3,924 V97

Total 66 73
Expenditures

1-Above-the-line
Defense 71* 777*
Other 2 634 2 481

Total 33753
2-Below-the-line

War damage 173 94
Loans to local authorities 272 313
Other 108 136

Total 553 53
Net Balance

1-Above-the-line /549 $720
2-Below-the-line -1487 -1470
3-Overall L 62 $250

The decline in expenditures was due primarily to the fact that in 1950-51
Government trading stocks declined by U108 million while in 1949-50 ther had
increased by L26 million.

Estimates of defense expenditures contained in the Economic Survey for 1952
show higher expenditures for 1950-51 because they include spending on prodluc-
tive facilities which in the Budget are included in below-the line expenditures.
The estimates of the Economic Survey are as follows:

Million &
Defense Expenditure

19I9-50 1950-51

Pay of forces 198 210
Production 274 345
Other 272 275

Total 71Z UO
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Bank loans, which had expanded by 11 percent in 1949, increased by only 7.5

percent in 1950. This better financial picture, combined with the 4 percent

increase in industrial production mentioned above, helped to maintain internal

equilibrium in spite of the increase in consumption which took place in 1950

and of the fact, which was clearly inflationary, that the large external

deficit of 1949 had been converted into a large surplus in 1950.

There were, however, four elements in the picture w]hich indicated

that the equilibrium achieved would not be maintained:

(a) Since 1948 the pressure for wage increases, generated by the

strong bargaining position of labor under conditions of full employment, had

been held in check by means of Governmental exhortations for restraint and by

the slowness, partly deliberate, of the machinery for the settlement of wage

1/
claims. These, however, were expedients which could not be counted upon

indefinitely to maintain wage stability under conditions of labor scarcity.

The rise in the cost of living, which the increase in the prices of primary

products following Korea made inevitable, were bound to give additional impetus

to the pressure for wage increases.

(b) Retail prices had been slow to reflect the increased cost of

materials. Thus, while, as already stated, the index of retail prices rose by

1/ See The Economist, November 4, 1950, p. 677: "any trade unions have made
considerable claims all along. The restraint is in the way they have been
handled. Employers and arbitration tribunals have been encouraged by the
Government's attitude either to refuse the claims or to grant much less than
the usual 50 percent of what unions asked. The union's restraint - and it
is real enough - has been to accept with fairly good grace the slowness of
the negotiations on their claims and the smallness of the results. This
policy has worked well. Its weakness is that of all Government by post-,
ponement. It requires an increasing effort to produce a constant result.
For some time the administrative apparatus of delay for wage claims can

make the number of advances granted very smrAll. But as more and more claims
accumulate in the pipelines of bargaining and arbitration, the number coming
out as, at any rate, small advances must increase again even though each
individual claim is subject to as much delay as ever."
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only 4 percent between July 1950 and I.-arch 1951, the index of aholesale ;rices

during the same period rose by 20 percent. Part of this rise in raw material

prices was speculative and was, therefore, likely to prove temporary, but most

of it was a permanent development of the world price structure and was, there-

fore, bound to raise the cost of British manufactures at a later date.

(c) The large annual increases in industrial production achieved in

post-war years, although widely expected to continue, were unlikely to do so

after the obstacles and bottlenecks in production had been eliminated and labor

productivity had been restored to a level consistent with the technical equip-

ment and attitude to work existing in British industry. Moreover, since British

industry was producing for world markets to a far greater extent than American

industry and since world demand for industrial goods had changed markedly com-

pared with pre-war, it was to be expected that once the abnormal post-war demand

for goods had been satisfied an important segment of Dritish industry, i.e. the

consumer goods industries, would be faced with a stationar2, if not shrinkin-,

foreign demand for their goods.

(d) The impact of the three-year rearmament program, which was an-

nounced by the British Government in July 1950 and which contemplated an increase

of nearly 10 percent in total Government expenditures, had not yet been felt

1/_See The Economist, August 12, 1950, p. 325: The program which was outlined
in a Government memorandum contemplated a total spending of 13,400 million

for defense purposes over a three-year period. It was stated, however, that

this figure was an "upper limit" and that it depended on the extent of
American assistance in the form of materials, plant and free dollars, Since

defense spending had been 4741 million in 199-950, the new program implied
an average increase in defense spending of some L390 million or 50 percent.
In January 1951 an expanded program was announced by the Government involving
expenditures of 6,700 million over the three years beginning April 1951 to
be spread as follows:

1951-52 L1,300 million
1952-53 71,600 million
1953-54 L1,800 nilion

(See The Economist, February 24, 1951, p, 444-445).
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by the British econoy. As already stated, Government expenditures in 1950-51

were lower than in the previous year. Ailitary expenditures, which totalled

1741 million in 1949-50, increased to L777 million in 1950-54 or if capital ex-
1/

penditures are taken into account,to 1830 million, but this increase in

military expenditures was more than offset by decreases in other expenditures.

(e) The deterioration in the terms of trade which took place after

Korea as a result of the rise in import prices was bound to impose an addLtional-

burden on the already over-extended British econony and hence to add to the in-

ternal strain. Since, however, many of the imports arriving in Britain in the

first post-Korean year had been contracted for at pre-Korean prices, the effect

of the deterioration of the terms of trade on British resources was slow in

making itself felt in the economy. Thus, it was not until the second quarter

of 1951 that the discrepancy between the rise in import prices and the rise in

export prices reached its peak: in December 1950 import prices had risen by 7

percent more than export prices compared with July 1950, but in May 1951 the

discrepancy had increased to 20 percent.

In the light of the preceding considerations, it seemed reasonable

to conclude that further increases in production could not be counted upon to

provide additional resources for rearmament and for the payment of needed im-

ports and that consequently, a renewal of inflation and/or a deterioration in

the external position were inevitable unless cuts in consumption and investment

made available the additional resources required for the above purposes. These

considerations also suggested that, unlike the United States, where the high

productivity of the econony made it relatively easy to bring inflation under

control and to arrest the rise in prices, Britain was faced with the prospect

of a steady upward pressure of prices which could once again impair the com-

petitiveness of British products in foreign markets.

S See footnote p. 18.
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These signs of coming strain were, however, disregarded and instead

of the tightening up of consumption and investment which the British situa-

tion required, there was a considerable relaxation of economic discipline based

on the view that Britain was at last out of the woods.

Bank credit was allowed to expand rapidly, rising from 1,64h million

to &1,,931 million during 1951, i.e. by 16.3 percent. During 1950, as already

stated, the increase had been only 7.5 percent.

Similarly, no serious effort was made to offset the rising military

expenditures either through cuts in other expenditures or through increases in

taxation.

Thus, during fiscal year April 1951-March 1952 military expenditures

increased by L335 million, and there was also a large increase (L550 million)

in other expenditures, but revenue increased by only 1476 million. The result

was that the earlier budget surplus was, for the first time since 1947, converted

into a deficit:

1/ The main factors in the increase in other expenditures were the building
up of trading stocks and the stockpiling of strategic reserves. These
accounted for 1,203 million in 1951-52, while in 1950-51 there was a net
decline in stocks of L95 million,
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1950-51 1951-5211

Receints (Iillion 2)
1-Above-the-line

Taxes 3,730 4,190
Other 248 250

Total 3,978 4,440
2-Below-the-line

Total 73 87
E-,enditures

1-Above-the-line
Defense 777 1,112
Other 2'48L 2.962

Total 3,258 4,074
2-Below-the-line

War damage 94 77
Loans to local authorities 313 365
Other 196 61

Total 543 1
Net Balance

1-Above-the-line 4720 4 366
2-Below-the-line -470 524

3-Overall 4250 - 158

Resistance to the claims for wage increases weakened and wnges were

allowed to rise more rapidly than at any other time in the nost-war neriod.

Beti!een March 1951 and March 1952 wage rates rose by 11 -Percent. The rise

in export prices was equally sharp; between March 1951 and March 1952 ex-

port prices rose by 14 percent. During that snme neriod American exuort

prices remained virtually unchanged.

lj i1ore recent data, nhich, however, are not as detailed as the above give
a still more unfavorable picture of budgetary developments in 1951-52
(The Economist, January 3, 1953, p. 36):

Million &
Ordinary Receipts 4,433
Ordinary 2xpnditures 4.054
Nt Balance +79
Yet Balance on
extraordinary expenditures -551

Overall Balance -172
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On the other hand, industrial production increased by only 2.6

percent in 1951 and there was an actual decline in the first half of 1952.

Similarly, there was no increase in agricultural production. Consumption

and investment, however, were maintained at their 1950 levels with the re-

sult that the large new claims made by the rearmament effort, the deteriora-

tion in the terms of trade and the building up of the stocks of raw materials

which had been depleted in 1950 could not be met by the British economy.

Finally, due to the failure to interpret correctly the British

situation, the deterioration, when it set in, came as a shock both to the

British public and to the rest of the world and produced a wave of pessimism

about British prospects which added to British difficulties and weakened the

standing of sterling beyond what the real situation justified.

B. THE PERIOD OF DETERICRATION JULY-DECEMBER 1951

The effects of these unfavorable developments on the British balance

of payments are illustrated in the following table which summarizes the position

of Britain's external accounts in the second half of 1951. As a basis for

comparison we are using the second half of 1950 rather than the first half of

1951 in order to eliminate the influence of seasonal factors:
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(Million 4)
Overall Current Account

2nd Half 2nd Half

Receints 1950 1251
zxnorts 1,183 1,405
Other 492 484

Total 1,675 1,889
aymen

Imports 1,217 1,848
Other 279 435

Total 1,496 2,283
Net Balance 179 - 394

Overall Canital Account

Investment (-) or borrowing (4) 23 - 99
Sterling balances:

net increase (4) or decrease (-) 8.- 68
Net excort (-) or import (,) of capital 107 - 167

Grants and defense aid / 28 , 14

Change in gold and dollar reserves / 314 - 547

The preceding table indicates that the main factors in the deteriora-

tion have been the following;

(a) The value of imorts increased by T631 million or 50 pnercent

between the two periods. Of this increase ;260 million may be estimated to

have been due to a higher volume of inorts (the volume of imoorts increased

by 23 percent between the two neriods) and T371 million to the higher cost of

imDorts.

(b) Other nayments increased by i156 million. An analysis of these

payments shows that half the increase was due to increased payments for

shinping, reflecting the larger volume of imnorts,and increased shinning

costs and most of the remaining increase was due to larger -nayments for
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1/
interest, profits and dividends. The doubling of this last item within a

year was due largely to the fact that payments of interest on the American

and Canadian loans (L39 million) began to be due in the second half of 1951.

(c) The W215 million increase in the value of exports was the re-

sult of higher export prices since there was no incefdase in the volume of

exoorts. If we subtract this figure from the increased cost of imports (1371

million) we find that the deterioration in the terms of trade between the two

pneriods cost Britain -156 million. In view of the fact that in the second

half of 1950 Britain had a current account sur-olus of 5179 million, it is

clear that the deterioration in the terms of trade which occurred between the

two periods could have been taken care of through the elimination of the

surplur, There is, therefore, little justification for the widely-held view

that the deterioration in the terms of trade was the main cause of the re-

apvearance of a large deficit in Britain's external accounts during the

second half of 1951.

d) While invisible -payments, as already stated, increased by 50

percent between the two periods, invisible receirts actually declined. A

breakdown of these receipts shows that the cause of the decline was a sharp

drop in misc'llaneous receipts grouped under the heading "Other (net)":

A ilion &
1/ As follows: 2nd Half 2nd Half

1950 19j1 Increase
Payments

Shipping 103 180 77
Interest, profits, dividends 56 114 58
Travel 49 63 / 14
Government transactions 70 _ 4Z

Total 278 434 56
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Million &
2nd Half 2nd Half

1250 1922
Recei2ts

Shipping 165 220
Interest, profits, dividends 133 132
Travel 30 38
Other (net) 164 94

Total 492 484

The miscellaneous group covers a wide variety of transactions

such as insurance, civil aviation, banking, commissions, earnings of oil

companies and so on, but it is also believed to include a balancing item

for errors and omissions which are in nart accounted for by unrecorded

canital movements.

The fact that the receipts grouped under this heading of "other

(net)" tend to be large during periods of confidence and to shrink during

meriods of distrust suggests that speculative carital movements are an

important element of this category of receints. The drastic revisions which

l/ The Economist (October 28, 1950, p. 662) has described this catdgory of
receipts as having Ifsome of the arnearance of a statistical ragbag into
which any untidy trimmings left over after tailoring the statistics of
the current account can be gathered".

Receints
Other (neti

Million s

1946 109
1947 98
1948 193
1949 204

1950 1st Half 147
1950 - 2nd Half 164

1951 - 1st Half 179
1951 - 2nd Half 80
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are constantly being made in the figures are another indication that

changes in this item are an effect rather than a cause of improvement or

deterioration in Britain's external position.

(e) In the second half of 1950 there was a net inflow of capital,

consisting of borrowing, increase in sterling liabilities and grants, which

was nearly as large as the current account surplus. It was the combination

of these two factors, the surplus on current account and the net inflow of

funds, which resulted in an overall surplus of 4314 million in the second

half of 1950* -During the second half of 1951 the deterioration in Britain's

current account position was accompanied by a sharp deterioration in her

caoital position. The deterioration in the canital account was due to the

fact that in the second half of 1951 instead of net borrowing there was net

lending and instead of a net accumulation there was a net reduction in sterling

balances. These developments were in part inevitable (ste-ling area countries

were bound to draw on the balances they had accumulated in the earlier

period) and in nart reflected the shift of sentiment concerning the stability

of sterling,

l/ The folloiring table shows the range of estimates published in the series
of official balance of payments publications for the years 1946 to 1951:

Million ;
Receirits under other net shown in balance of

nayments statements of:
Sept. Mar. -Oct. Apr. Oct. Apr. Oct. Anr. Oct.
1948 1242 1949 Ij9 195-0 1951 14L1 1952 1.952

1946 72 83 83 92 1o6 109 - -
1947 3 20 20 32 88 98 - -
1948 - 142 130 107 143 188 188 193 -
1949 - - - 152 159 209 201 204 203
1950 - - - - - 315 311 312 316
1951 - - - - - - 259 284
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Summarizing the preceding discussion we may conclude that the

principal factors in the emergence of a large British external deficit

during the second half of 1951 were larger imports, the servicing of the

American and Canadian loans, the running down of sterling balances and

capital flight.

A breakdown of the overall figures by major currencies or areas

shows more clearly the nature of the deterioration which occurred in 1951:

1. Dollar Area

A comparison between the second half of 1950 nnd the second half

of 1951 shows that the current account deficit increased from 551 million

to L334 million while a 1365 million surplus on capital account was con-

verted into a deficit of L213 million:
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Million L
Current Account

2nd Half 2nd Half

Receints
3xports 183 194
Other 1

Total 221 195
Payments

Imports 226 427
Other '46 102

Total 272 529

Net Balance - 51 - 334

Caoital Account
Receipts

American grants 96 14
Defense aid - 1
Dollar surplus of rest of stnrling area 91 -
Purchases of gold from rest.of sterling

area 47 37
Receints of gold and dollars from other

areas 2 -
Liquidation of dollar investments 14 6
Increase in sterling liabilities

toward dollar area 47
Other imports of capital 85
Mi scellaneous 8 2

Total 390 60
Payments

Dollar deficit of rest of sterling area - 62
Dollar payments to non-dollar countries - 104
Repayment of Government loans 20 37
Decrease in sterling liabilities to

dollar area 35
Other exports of capital - 34
Miscellaneous _ 1

Total 25 273
Net BnLAnce 365 -213

Increase (4) or decrease (-) in reserves 314 m 547

The preceding table shows that the deterioration in the.current

account was due to three factors: (a) an increased volume of imports and

a lower volume of exnorts (taking into account the nrice increases which
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occurred during the period); (b) increased non-commercial payments due

mainly to the servicing of the Americ&n and Canadian loans; and (c) a

larger net deficit on the miscellaneous item nother(net)" which reflects

the loss of Iranian oil as well as canital movements. The still

greater detetioration in the carital account resulted mainly from the

following developments; (a) the 691 million dollar surplus of the rest

of the sterling area was converted into a 362 million deficit; (b) payments

of dollars to non-dollar countries, -orincipally Eurone, which had ceased

in the previous period, totalled &104 million; (c) the L47 million accumu-

lation of sterling by dollar area countries was converted into a L35 million

Million &
2nd Half 2nd Half

12.. 1951
Payments

Shipping 24 46
Interest, profits, dividends (including

interest on American and Canadian
loans) 16 63

Travel 2 3
Government 2 -11
Other 2 1

Total 46 102

a! The Economic Survey for 1992 states that snurchases of dollar oil to
replace Persian oil have been costing the sterling area in this initial
period over 6100 million a year, the greater part of which is reflected
in the United Kingdom's invisible account." (p.15)

Million s
2nd Half 2nd Half

1210 1951
Receints

Shipping 26 39
Interest, profits, dividends 28 27
Travel 11 13
Other (net) -2 -78

Total 38 1
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reduction in sterling balances by these countries; (d) an 5 million inflow

of dollar funds wt,as converted into a .34 million outflow of such funds; (e)

American aid declined from 196 million to 115 million.

These developments confirm the conclusion previously reached that

the strength of Britain's dollar position in the first post-Korean year was

deceptive and was not likely to endure after import restrictions had been re-

laxed, the rest of the sterling area had drawn on the dollars earned in the

earlier period, American aid had been reduced and confidence in sterling had

declined. On the other hand, the extreme unbalance of Britain's dol3ar accounts

in the second half of 1951 did not reflect the true British position vis-a-vis

the dollar area. Once sterling area dollar imports had again been tightened up

and the distrust in sterling had been dissipated, the British dollar deficit

could be expected to return to more reasonable proportions. Thus, the alarm

caused by developments in the second half of 1951, like tLe earlier over-

confidence, was exaggerated.
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2. Sterling Area

The striking fact about the British external accounts in the

second half of 1951 is that while Britain's overall position deteriorated

so sharply, her position vis-a-vis the sterling area actually improved.

This was due mainly to the fact that exports increased considerably more

than imports and so did other receints. Exports to the sterling area

were the only category of British exoorts vhich increased in volume in the

second half of 1951. Exports to all other areas actually declined during

that period. The same applies to other receints.

In the second half of 1950 most of the current account surplus

with the sterling area served to finance British exports of canital to the

area and the purchase of ne-ly-mined gold while the large paymehts made

to sterling area countries for the dollars and other currencies they

surrendered to Britain were not drawn upon by these countries but were

allowed to accumulate in London. We pointed out in the preceding dis-

cussion that this was a situation -hich could not be exected to continue

but was likely to be reversed. In the second half of 1951 the sterling

area not only ceased to contribute any dollars or other currencies to

Britain's reserves but actually drew on these reserves to the extent of

5231 million. Most of these drawings were paid for out of earlier sterling

accumulations vhich declined by 311 million. The balance of the decrease

in sterling liabilities, together with capital exports and the purchase

of newly-mined gold were financed by the British current account surnlus

with the sterling area, These developments are illustrated in the following
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table:

Million E
Current Account

2nd Half 2nd Half
1950 1251

Receints
Exports 528 679
Other Q-1 9M

Total 759 958
Payments

Im-oorts 500 619
Other 124 .

Total 624 776
Net Balance 7 135 182

Canital Account
ReceitA

Sales of dollars to sterling
area - 62

Sales of other currencies to
sterling area - 169

Increase in ste-ling liabilities-"6 *
Total 161 231

Payments
Purchases of gold from sterling

area 47 37
Purchases of dollars from sterling

area 91 -
Purchases of other currencies

from sterling area 94 -
3xport tf capital to sterling area - 63
Decrease in sterling liabilities - 311
Other 2

Total 27 TI7
Net Balance - 135 -182

The preceding table shows clearly that the pattern of easy

selling conditions in the sterling area and of large unrequited British

exports to that area, which has been a severe drain on British resources

and a serious obstacle to the restoration of equilibrium in Britaints

external accounts throughout the post-war period, was also an important

factor in the weakening of sterling during the second half of 1951.
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3, 0.E.E.C. Countries

As in the case of transactions with the dollar area, transactions

with 0.E.E.0. countries during the second half of 1951 are characterized

by greatly increased imports, stationary exports and a serious deterioration

in the balance on invisibles. The latter was due mainly to larger payments

for shipping and trave. and smaller miscellaneous receirts in which, as

already stated, are reflected the effects of unrecorded capital.movements.2

These develorments converted a L69 million airrent account surplus during

the second half of 1950 into a 163 milion deficit in the second half of

1951. Similar developments in the rest of the sterling area produced a

l77 million deficit, which had also to be financed by Britain, in place of

the 165 million surplus which had contributed to the strength of Britain 's

position vis-a-vis the O.E.E.C. countries in the earlier neriod. The net

result of these unfavorable develonments was to force Britain to make

gold payments of 1272 million to the European Payments Union and, in

addition, accumulate a huge debt with the Union. The following table

illustrates these developments:

l/ Million &
Receints Payments

2nd Half 2nd Half 2nd Half 2nd Half

1950 15.. 19.0 1251
Shipping 37 46 30 77
Interest, profits,dividends 7 5 11 14
Travel -!7 9 25 33
Government d 6 12
Other (net) 1-- -

Total 134 127 72 136
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Million I
Current Account

2nd Half 2nd Half

125 1251
Receints

Exports 308 338
Other 1314 128

Total 96 466
Payments

Imports 300 490
Other .13 1

Total 373 628
17et Balance $69 -162

Capital Account
Receiots

Transfers of gold and dollars to OEEC 5 71
countries

Transfers of OEEC currencies from other 65 -
areas

Repayment of Government loans 17 17
Increase in sterling liabilities to OMO

countries 4 -

Decrease in official holdings of 0EC
currencies - 15

Decrease in credits or increase in debits
with EFU - 280

Other Total
PaymentsT 92 3 3

Capital exports to OEC countries 6 35
Decrease in sterling liabJities to OEEC -- 13
Increase in credits or decrease in 80 -

debits to OEC
Increase in official holdings of OC 10

currencies
Credits under Intra-Eurorean Payments 65 -

Agreement
Transfer of OECG currencies to other - 173

areas
Total 161 221

Net Balance - 69 4162
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4. Western Hemisphere Other Than Dollar Area

Again the same pattern of deterioration which characterized British

transactions with all other non-sterling regions in the second half of 1951

is visible in transactions with Latin American countries, namely, stationary

or declining volume of exports, accompanied by greatly increased imports and

resulting in a shift from a surplus to a deficit position:

Million -
Current'Account

2nd Half 2nd Half
1950 1951

Receipts
Exports 56 57
Other 38 39

Total 97 -9
Payments

Imports 57 109
Other 3 3

Total 60 II"
Net Balance 34 - 16

Capital Account
Receipts

Increase in sterling liabilities - 2
Sales of investments 26 13
Other capital transactions - 20

Total 26 -3
Payments

Decrease in sterling liabilities 43 -
Exports of capital 6 -
Other 11 19

Total ZU 19
Net Balance -34 16
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The degree of deterioration which occurred in the British external

position during the second half of 1951 was as sharp and-unexpected as that

of two years earlier which led to the devaluation of the pound. There were,

however, two differences between the two periods which made the new deteriora-

tion appear even more serious than the earlier one: (a) since 1949 industrial

production had increased by nearly 10 percent and exports by some 15 percent.

The fact that these gains had not been able to prevent the reappearance of a

large external deficit seemed to suggest that the British external difficulties

were virtually insoluble; (b) sterling had already been devalued drastically,

which meant that relief could no longer be sought through a new readjustment

of the rate of exchange. Indeed, what made the British external weakness so

disquieting was that it occurred at a time when sterling still appeared under-

valued in terms of purchasing power comparisons. It was clear that the situa-

tion called for drastic measures to arrest the deterioration as well as for a

reassessment of Britain's economic position.



C. THE RECOVERY IN 1952

I. - The New Government Measures

The new Conservative Government to which fell the task of meeting

the crisis proceeded along the following lines.

The first measure,which was adopted in November 1951,was the

familiar one of import cuts. The new restrictions were intended to reduce

payments for imports by T290 million and to save another 660 million by

cutting down spending on foreign travel, shipping and overseas government

expenditures. Part of the reduction was expected to result from lower

prices., These economies involved the following cuts in the main categories

of foreign exchange expenditures-il
, million

Private food imports 100
Government food imports 60
Raw materials and manufactures 30
Stockpiling 100
Tourist allowances 15
Shipping, Goverment overseas spending

etc. 45

Total 0

It was estimated that about half the reduction in imports would re-

sult from the reinstatement of quotas on European goods which had been abolish-

ed under the CEEC liberalization program.- Thus European exports were ex-

pected to bear the brunt of the British import cuts.

/ See Economist, November 10, 1951, P.1129

2/ Before the cuts trade liberalization covered 90% of private British
imports from Europe. After the cuts the proportion of liberalized im-
ports was expected to be only 60%.
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Simultaneously with the decision to prune foreign exchange expendit-

ures, a series of steps were taken which were intended to check credit ex-

pansion and produce a tighter monetary situation in the country: (a) The

Bank rate was raised from 2 to 2j%; (b) the % market rate for Treasury

bills was unpegged; and (c) a funding operation converted 1,000 million of

60-day Treasury bills into one-and two-year bonds at 1 3/4%; and (d) new

directives were issued to the Banks to scrutinize more rigorously all de-

mands for advances and limit bank financing to essential purposes.

The rise in bank rate was not large enough to have any appreciable

effect on the cost of borrowing1 /: it was primarily intended as a warning

that "a new era had begun in which credit would become steadily scarcer

and more expensive". Similarly the unpegging of the market rate for

Treasury bills was not expected to result in large increases in market rates

or in a withdrawal of government support from the market. The intention of

the authorities was merely to operate at varying rates instead of the fixed

rates of the postwar period and thus to create same uncertainty in the market.
2/In the words of the Economist2- they meant to go "just as far a3 was practic-

able to demolish the pernicious automaticity of costless ca3h supply - a

system that, for a decade and more, has been depriving them of all real

contL,ol over the volume of money".

I/ In fact the rate remained unchanged at 2% for seven-day loans against
Treasury bills and since this is the prevalent form of loans from the
Bank of England the 2% rate was expected to be the rate most us;sd.

!/ November 10, 1951, P.1125.
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The purpose of the funding operation was to reduce the liquidity of

the Banks and hence their ability to make 16ans and advances. The effect

of the funding was to bring down the liquidity ratio of the banks fram 39%

to 33.2%. Since the conventional liquidity minimum is 30%,the effect of

the operation was not to force the banks to contract their lending but mere-

ly to bring them nearer the point where they would be unable to expand

their lending activities in case they wished to do so.

For the tightening up of credit which they wished to bring about,

the authorities continued to rely an exhortations to the banks to show re-

straint and observe the established criteria of national interest in making

loans. In response to the new Government's plea for restraint the banks

issued a statement promising full cooperation:

"We must warn every trader and every individual borrower that re-

quests for advances will be more and more critically examined and that Bank

borrowing will tend to become more expensive." 1/

The acclaim with which the monetary measures of the new Government

were greeted by the advocates of orthodox finance was based, not so much on

what these measures themselves were capable of accomplishing, but on the ex-

pectation that they were only the first instalment in a new policy which

would rely increasingly on the use of monetary weapons for the restoration

of equilibrium in the economy.

Following the Conference of Commonwealth Finance Ministers in

January 1952 the British Government announced a supplemental program for

1/ Quoted from Economist, December 1, 1951, P.1351.
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dealing with the external and internal crisis. The program provided for

new import cuts, restrictions on industrial investment and home consumption

and some tightening up in public spending.

The additional restrictions on imports and other foreign exchange

expenditures were expected to save some I150 million over and above the

1350 million decided upon in Noveamber 1951. The cuts in industrial invest-

ment were expected to release some L150 to L200 millions worth of machinery

and equipment for export.1/ This diversion of capital goods to foreign

markets was to be achieved through a combination of measures, namely dis-

criminatory steel allocations, voluntary agreements with engineering firms,

the withdrawal of the system of initial tax allowances and the tighter mone-

tary policy in force. Cuts in the home supply of durable consumption goods

were expected to release some 70 million of such goods for export. ILgain

the cuts were to be effected through discriminatory steel allocations and

through the tightening up of the rather liberal terms under which consumer

credit had been available to the public until then. Finally, pending the

introduction of the new Budget, the Government announced sevn.L rainor

economies in public spending and the raising of health charges by T20 million.

On the other hand, it was stated that the housing program would not only be

left intact but would actually be expanded to reach a rate of 300,000 new

houses per annum at the end of three years compared with the current rate

of 200,000.

1/ The severity cf the projected cuts may be gauged from the fact that total
industrial investment in 1950 was estimated to have amounted to ,500
million (Economist, February 2, 1952, P.294).

2/ See Economist Feb.2, 1952, P.265, which quotes the Minister of Housing as
having stated that housing should be treated as "a military operation"
and plans should be laid for an expanding program which would produce
300,000 houses a year - "at the end of say, three years". "Money is not
the difficulty; the Government has decided that all the money needed shall
be forthcoming."
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The last instalment of the new Government's economic program came

with the Budget in March 1952 and consisted of the following measures:

The Budget itself contained several important innovations but on

balance it left the impact of public finances on the economy unchanged.

The most important measures strengthening the Government's finances were

the cut in food subsidies by 40%, from 1410 million to 1250 million, the

imposition of an excess profits levy expected to yield &100 million in a

full year and increases of 163 million in petrol taxes and L1 million in

postal charges. These measures, however, were offset by tax reliefs for

lower incomes and for extra earnings estimated at L229 million in a full

year and by increases in pensions estimated at L80 million. It is true

that tax yields in 1952-53 were expected to increase by some 10% compared

with the previous year due to higher prices and incomes but this increase

was likely to be offset by the rise in expenditures resulting from the same

cause and from higher defense spending so that on balance no net improvement

in the fiscal position appeared in sight for 1952-53. The estimates for

expenditures submitted in March 1952 envisaged an increase of 181 million

in ordinary expenditures compared with 1951-52 and no increase in net extra-

ordinary expenditures. This implied an improvement of over &90 million in

the overall fiscal position:



b Million
1951 1952-53
Actual Budget Estimates 1/

Ordinary Revenue 4,433 4,661
Ordinary Expenditure 4 .054 4235 1/
Net Balance $379 / -2

Extraordinary Revenue 87 106
Extraordinary Expenditure 638 612

Net Balance -551 -506

Overall Balance -172 -80

These estimates, however, were stated to be highly tentative and

subsequent developments suggest that the actual position has been far less

favorable. Data for the first nine months of the current fiscal year show that

instead of an improvement there has been a substantial deterioration which can

only partly be offset by a better performance in the last three months:

L Million
Nine months April-December

1951-52 152-53

Ordinary Revenue 2,682 2,612
Ordinary Expenditure 290-8 3.201 2/

Net Balance -226 -589
Net Balance of Extraordinary
Expenditure -376 -426

Overall Balance -602 -1,015

Taking into account that the overall deficit for 1951-52 was E172 million,

a dificit of L602 million in the first nine months of the fiscal year implies a

surplus of L430 million in the last quarter of that year. Even if we assume

1/ Based on Financial Statement but adjusted by the Economist to include the
685 million of defense aid in net expenditure in order to show true domestic
expenditure comparable with previous years. See Economist, January 3, 1953,
p. 36.

2/ Includes 164 million of expenditure offset by defense aid as described in
previous footnote.
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that the surplus will increase to L600 or even 1700 million in the last

quarter of fiscal 1952-53 due to the fact that the higher tax revenue and

the savings on food subsidies will have been concentrated in the second half

of the fiscal year, the overall deficit will be at least 1300 million compared

with the original budget estimates of only L80 million.

Simultaneously with the introduction of the Budget, the Chancellor

of the Exchequer announced an increase-in Bank rate from 21 to 4%. This was

described as a dramatic move intended to impress public opinion with Britain's

determination to tackle its economic difficulties. The contrast between the

softness of the Government's budgetary policy and the toughness of its monetary

policy was interpreted as indicating that henceforth the authorities intended

to rely primarily on monetary measures for the restoration of equilibrium in

the British economy.

The Government rounded off its program by decreeing additional cuts in

imports amounting to some 100 million. Most of these cuts were made in

imports from Western Europe and meant that only 46% of private British imports

from Europe would be free from quantitative import restrictions compared with

90% in October 1951.

The Government expressed confidence that the measures adopted would

prove adequate to meet the situation and restore internal and external balance.

This confidence was based on the following calculations:

In 1951 Britain experienced an external deficit of b516 million. The

L600 million cut in the import program decreed by the Government was expected

to result in a reduction of some L300 million in actual foreign exchange ex-

penditures in fiscal year 1952-53 compared with 1951-52. An additional
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gain of &200 to &250 million was expected from improving tems of trade and

higher invisible earnings. Adding an increase in exports of &50 million

anticipated by the Government the total improvement in the balance of pay-

ments seemed amply sufficient to close the external gap.

With regard to the internal strain on the economy that would result

from this decrease in imports and increase in exports as well as from the

increase in defense expenditures, the Government expected the situation to

be met as follows:

Cuts in supplies and additional claims
on available resources & Million

Reduction in imports 300
Increase in exports 50
Increased defense spending 200

Total 550

To be offset b:

Reduction in stocks 150
Increase in production 250
Reduction in domestic investment 100
Cut in non-defense Government spending 50

Total 550

Thus, the Government concluded, there was no need to cut down con-

sumption and hence there was no need for a stricter budget. Similarly,

the earlier intention to divert L270 million worth of metal goods to foreign

markets seemed to have been abandoned.

Comparing developments in 1952 with Government expectations we find

that the hoped-for improvement was largely realized. By the middle of 1952

balance had been restored in the overall external position and prices were
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much more stable than a year earlier. The means, however, by which the

improvement was brought about were very different fran those envisaged by

the Government: the only factor which played the part expected from it by

the Government were import cuts.

Comparing the six-month period April-September 19521/With the corres,

ponding period of 1951 we find that industrial production declined by 7%

instead of increasing by &250 million per annum or by some 3%, as anticipated

by the Government. During the same period the volume of exports fell by

13%, again instead of increasing. Similarly, in spite of the tighter mone-

tary policy there was no decrease in the volume of credit. It is true that

Bank advances to private borrowers fell but this reduction was offset by in-

creased Government borrowing due to the larger budget deficit which,moreover,

since the restoration of external balance, was no longer offset by sales of

foreign exchange.- As a result, Bank liquidity which, as already stated,

had been brought down by the funding operation of November 1951, rose steadi-

ly during 1952 and by September the ratio was again 38%.!/ No information

1/ The last month for which data on industrial production are available.

The changes in bank lending during that period have been as follows:

April-September
1951 1952

(Million I.T
Bank advances l 111 - 205
Bills discounted (mostly Treasury

Bills) - 24 / 412
Total , 8 / 207

Ratio of liquid assets
to total deposits

April 18, 1951 38.8 percent
October 17, 1951 39 t
January 16, 1952 32.1 "

April 16, 1952 31.6 "

July 16, 1952 35.8 n
September 17, 1952 37.9 "
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is yet available on domestic investment but there are indications that any

decline which occurred in private investment was more than offset by in-

creased public investment.-/

The factors accounting for the improvement of the British position

in 1952 appear to have been the following:

Externally, the same factors which had enabled Britain to overcome

te earlier postwar crises seem to have been in operation again, namely cuts

in imports, reversal of capital flight, better terms of trade,

Internally, the picture is not yet clear as no data for the whole

year are yet available on consumption, investment and savings but it seems that

the principal factor in the improvement has been the drawing down of the

large stocks built up in 1951 by business, Government and consumers. It is

also probable that there was an increase in personal saving.

1/ Information on new capital issues in 1952 suggests that there was a very
large increase in long-term borrowings in 1952. The increase, however,
was due entirely to increased borrowing by the Government and by
nationalized industries and it reflects only in part an increase in
physical investment:

New Capital Issues
(Million Is)

1951 1952

Government 109.5 515.4
Government Corporations 3.2 4.8
Companies 123.5 106.9
Empire 55.7 51.0
Foreign 9.7 -

Total 301.6 678.1
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II. - The External Improvement and Its Significance

Comparing the first half of 1952 with the second half of 1951 we

find that a current account deficit of Z394 million was converted into a

.&24 million surplus.

The main factors in the change were the following:

Million &

Increase in export receipts l1
Decrease in import payments 248
Improvement in the balance on

invisibles 59

Total 418

The improvement in invisibles was not real, it was largely due to

the fact that the second half of 1951 included L39 million for interest on

the American and Canadian loans. With regard to the trade balance, it is

not possible, on the basis of balance of payments data, .to determine to

what extent the improvement was due to changes in volume and to what ex-

tent it was due to changes in prices or other causes. Such a determination

can be made only on the basis of trade returns which, however, differ fran

balance of payments data in several respects and especially in timing.i/

If we assume that there is an average time difference of three months be-

tween the two sets of figures/ and apply the volume and price indices

The balance of payments trade data are derived from Exchange Control
sources and record the value of transactions when a change in the owner-
ship of goods takes place. For a large proportion of imports this
change occurs in the country of origin. For exports, the transfer of
ownership usually takes place on or after arrival in foreign ports. The
trade statistics, on the other hand, record actual arrivals and shipments
of goods in British ports and they value imports c,i.f.

For imports this means assuming that balance of payments data for a given
quarter correspond to trade statistics for the next quarter while for
exports it means that balance of payments data for a giver) quarter corres-
pond to trade statistics for the previous quarter.
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available for trade returns to balance of payments data we may obtain an approxi-

mate idea of the factors which brought about the improvement in the trade

balance during the first half of 1952. Such a calculation suggests that cuts

in imports accounted for L 200 million of the b 359 million improvement in the

trade balance and more favorable terms of trade for another Is 113 million, as

follows:
Million L

Decrease in volume of imports 200
Lower import prices 48
Increase in volume of exports 26
Higher export prices 65
Larger re-exports 20

Total 359

In spite of the balanced position on current account there was a de-

crease in the gold and dollar reserve of b 232 million. The overall balance

of payments seems to suggest that the decrease in the reserve was due to the

drawing down of sterling balances but this, as pointed out earlier, is mis-

leading. The actual position is that Britain had a current account surplus

with sterling countries which financed the repayment of sterling debts and a

current account deficit with dollar countries which, to the extent that it was

not offset by American aid, caused a decline in the reserve. This is why in

order to understand the developments in Britain's position during that period,

it is necessary to breakdcwn the overall balance of payments into currency or

regional groupings:
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The Overall Balance of Payments
Million L

1951 1952
1st Half Second Half 1st Half

Current Account

Receipts
Exports 1310 1405 1516
Other / _58 505 523

Total 1908 1910 2039

Payments
Imports 1646 1848 1600
Other _/ 333 415

Total 1979 2304 2015

Net Balance .71 -394 $24

Capital Account

Investment (-)
or Borrowing ($) -163 199 131

Change in Sterling balances:
increase () or
decrease (-) A -68 -

Net balance on capital account $241 -167 -314

Grants and defense aid $33 $14 /58

Change in reserves $203 -547 -232

1/ Until recently Government transactions were given on a net basis and were
shown on the debit side of the current account. In the latest balance-of-
payments data they have been broken down into credit and debit items and
shown separately.. In this and the following tables we are using the new
figures and this is why the amounts shown under other receipts and payments
for 1951 differ from those of the earlier tables.- The net balance of this
item is of course the same.
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1. The Dollar area

The following table shows the developments in the British accounts with

the dollar area in the first half of 1952:
1951 1952

1st Half Second Half let Half

Receipts Current Account
Exports 188 194 193
Other 6 17

Total 253 211 226

Payments
Imports 304 427 356
Other 62 18 75

Total 39 545 431
Not Balance -113 -334 -205

Receipts Capital Account
American grants 47 15 58
Defense aid loan - - 17
Dollar surplus of rest of

sterling area 155 - -
Purchase of-gold from rest

of sterling area 41 37 52
Receipts of gold and dollars

from other areas 48 - -

Liquidation of dollar invest-
ments 11 6 12

Imports of capital 31 - 18
Miscellaneous 6 2 -

Total 339 60 157

Payments
Dollar deficit of rest of

sterling area - 62 41
Dollar payment to non-dollar

countries - 104 120

Repayment of loans 14 37 3
Decrease in sterling lia- )

bilities in dollar area )
Exports of capital ) 9 34 -
Miscellaneous ) - 1 -

Total 23 273 184

Net balance on capital account /316 -213 -27

Change in reserves /203 -547 -232
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The main conclusions from the preceding table are as fnllows:

(a) Between the second half of 1951 and the first half of 1952 Britain's

current account deficit with the dollar area decreased from 6 334 mil-

lion to L 205 million. -If-we deduct the 6 39 million for interest on

the American and Canadian loans, which were a seasonal factor, we find

that the real improvement in the dollar current account amounted to

L 90 million of which L 71 million were due to a decrease in imports

and most of remaining improvement to smaller payments under the heading

of "other (net)", which as pointed out earlier, refects mainly un-

recorded capital movements.

(b) In the second half of 1951 Britain had a deficit on capital account al-

most as large as its current dollar deficit, .due primarily to large

dollar payments to non-dollar countries (principally EPU), to the

financing of the sterling area's dollar deficit, to amortization on

the American and Canadian loans and to capital exports. In the first

half of 1952 the movement of capital was reversed: instead of an out-

flow of 1 34 million there was an inflow of L 18 million. This, to-

gether with an increase in American aid from b 15 million to b 75 mil-

lion, and some other favorable changes reduced the capital account

deficit from 6 213 million to 6 27 million. as follows:
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Million -

Increase in American aid 60
Change in capital movements 52
Seasonal character of amortization
on American and Canadian loans 23

Other favora'le changes 51

Total b 186

These developments in the first half of 1952 indicated that a further improve-

ment in Britain's dollar position was in sight for the second half of the

year. The decision to tighten up dollar imports taken at the Commonwealth

Conference was bound to result in still lower British imports in the second

half of the year as well as to reduce the dollar deficit of the rest of the

sterling area. The restrictions imposed on British imports from EPU countries

were likely not merely to eliminate the L 120 million deficit with non-dollar

countries but actually to convert it into a surplus. The reversal of capital

flight could be expected to continue under the influence of the increased

confidence resulting from Britain's improved position. Thus a dollar surplus

for the second half of 1952 c9uld be confidently anticipated.

2. The Sterling Area

The British accounts with the rest of the sterling area during

the first half of 1952 have been as follows:



Million 6
1951 1952

1st Half Second Half 1st Half
Receipts Current Account

Exports 581 679 755
Other 200 279 292

Total 881 958 1047

Imports 654 619 603
Other in 157 176

Total 79) 776 779

Net Balance /88 $182 268

Capital Account
Receipts

Sales of dollars to ster-
ling area - 62 41

Sales of other currencies
to sterling area - 169 12

Increase in sterling lia-
bilities to sterling area 368 - -

Total 368 231 53

Payments
Purchases of gold from ster-

ling area 41 37 52
Purchases of dollars from ster-

ling area 155 - -
Purchases of other currencies

from sterling area 170 - -
Exports of capital 70 63 34
Decrease in sterling liabilities - 311 234
Other - 2 2

Total 436 413 322

Net Balance -68 -182 -268

The preceding table shows that the already large current account sur-

plus with the sterling area increased still further in the first half of 1952

due to the increase in British exports to the area. The surplus was financed

almost entirely through sterling balances and capital exports. Thus the

pattern of large unrequited British exports to the sterling area continued

during that period. The fact, however, that sterling balances had been

reduced by 6 543 million within a year and that inflation was being brought

under control in the sterling area suggested that a smaller British current

account surplus with that area was in sight for the second half of 1952.
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3. The OEEC Countries

The British accounts with the CEEC countries during the first half

of 1952 were as follows:
Million 6

iMl 1952
1st Half Second Half 1st Half

Receipta Current Account
Exports 365 338 366
Other 114 1C9

Total 499 466 475

Payments
Imports 435 490 419
Other 90 LA2 i24

Total 525 628 543

Net Balance -26 -162 -68

Capital Account

Receipts
Transfers of gold and dollars

to OEEC countries - 71 125
Transfers of OEEC currencies

from other areas 95 -
Repayment of Government loans 6 17 5
Increase in sterling lia-

bilities to OEEC countries 27 - -
Decrease in holdings of OEMC

currencies 23 15 4
Decrease in credits or increase

in debits with EPU - 280 61
Imports of capital - 20
Other 1 - -

Total 152 383 215

Payments - .ce-. -

Acquisition of gold and
dollars from OEEC countries 37 - -

Transfers of OEEC currencies
to other areas - 173 87

Decrease in sterling lia-
bilities - 13 60

Increase in credits or decrease
in debits with EPU 34 - .

Government lending 22 -
Exports-of capital 35

Total 126 221 147

Net balance on capital account /26 1162-6



Again we see that import cuts were the main factor in the improvement.

of the current account while on capital account smaller payments to OEEC coun-

tries resulted from the smaller deficit of the sterling area and other over-

seas areas with OEEC as well as from a reversal of capital movements.

The preceding table shows that during the first half of 1952 Britain

had to meet a total deficit of L 215 million with OEEC countries consisting of

three major items and met from three major sources, as follows:

Deficit with OEEC countries Million 6 Means of financing Million 1

British current account
deficit 68 Transfers of gold 125

Deficit of other areas 87 EPU credit 61
Decrease in sterling balances 60 Imports of capital 20

Other 9
Total 215 Total 215

As already stated, this deficit was likely to be converted into a

surplus in the second half of 1952 as a result of the cuts in imports decreed

by both Britain and the rest of the sterling areas, of smaller decreases in

sterling balances and a larger inflow of funds.

4. The Western Hemisphere Other Than the Dollar Area

Britain's accounts with Latin American countries during the first half

of 1952 show that exports were maintained but imports declined sharply, due

in part to the fall in prices and in part to a decrease in volume. The result

was a large current account surplus, the bulk of which was financed out of

sterling balances, i.e. in the same way as Britaints current surplus with the

sterling area:
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Million 16
1951 1952

1st Half Second Half 1st Half
Receipts Current Account

Exports 57 57 61
Other 43 39 42

Total 100 96 103

Payments
Imports 74 109 45
Other 4 -2

Total 78 112 49

Net Balance /22 -16 /54

Capital Account
Receipts

Liquidation of investments 4 13 3
Increase in sterling lia-

bilities 10 2 -
Other capital imports 20 -

Total 14 35 3

Payments
Transfers of gold and dollars - - 8
Transfers of other currencies 4 19 -
Sterling drawings on IMF 10 - -

Revaluation payments 11 - -
Decrease in sterling lia-

bilities - - 49
Other capital exports 11 - -

Total 36 19 57

Net Balance -22 /16 -54

It is clear from the preceding table that the large British surplus

with Latin America in the first half of 1952 was only a temporary phenomenon

which would disappear as soon as British imports from the area were resumed.

Nor was it a healthy development considering how much Britain needed the

primary products available in Latin America.
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Summing up the preceding discussion we conclude that the improvement

in Britain's dollar position in the first half of 1952 was due primarily to

cuts in imports from the dollar area and from OEEC countries, to the reversal

of capital flight and to larger American aid. The fact that Britain's ex-

ternal accounts were in overall balance in the first half of 1952 was of no

special significance since the balance concealed a large surplus with the

sterling area financed through the depletion of sterling balances and a sub-

stantial deficit with the dollar area financed through American aid and a

decline in the gold reserve. We also find that during that period a marked

shift took place in the structure of British trade. As a result of the fact

that the bulk of the increase in exports went to the sterling area while the

bulk of the decrease in imports occurred in imports from non-sterling area

countries 1/ the already large share of the sterling area in British trade

increased still further:
Percent of Total

Exports Imports
2nd Half 1st Half 2nd Half 1st Half

191 2L 1511952

Sterling area 48.5 50.2 33.5 37.5
Dollar area 13.8 12.7 23.2 22.2
Other Western Hemisphere 4.0 4.0 5.8 2.8
OEEC countries 24.1 24.1 26.4 26.2
Other 9.6 9.0 11.0 11.0

Changes in imports Changes in exports
between 2nd half 1951 between 2nd half 1951

and 1st half 1952 and 1st half 1952
Million 6

Sterling area - 16 / 76
Dollar area - 71 - 1
DEEC countries - 71 / 28

Western Hemisphere - 64 / 4
Other -_.6

Total - 248 / 111
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Balance of payments data are not yet available for the second half

of 1952 but the fact that the gold and dollar reserve increased by L 57.5 mil-

lion during that period in spite of the servicing of the American and Canadian

loans indicates that the 6 232 million dollar deficit of the first half of

1952 was converted into a surplus. The sources of the improvement have been

tentatively estimated as follows: I/

Million Dollars

lot half 1952 2nd half 1952
EPU Settlements - 362 $86
Dollar cost of "arbitrage"

commodities sold to EPU - 170

Other gold and dollar settlements - 490 $ 200
Servicing of American and Canadian

loans - 181
American defense aid 202 226

Change in reserve - 650 $ 161

The preceding table shows that the anticipated improvement in

Britain's position with EPU did materialize in the second half of 1952. Simi-

larly, there was a very sharp improvement in the position vis-a-vis the dollar

area indicated by-the fact that a $490 million deficit was converted into a

$200 million surplus. No information is yet available on the factors which

contributed to this dramatic improvement but it is possible to infer the

-nature of the improvement from an analysis of the dollar defieit during the

first half of 1952:

/ Economist, January 10, 1953, p. 96.
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Net Gold and Dollar Balance
Million $

1st half 1952
1. United Kinrdom

Current account with dollar area - 574
Capital account with dollar area , 20

Net - 554

2. Rest of Sterling Area

Dependent territories $ 190
Independent countries - 304
Gold sales to U.K. 3-45

Net / 31

3. Dollar transactions of U.K. and rest
of Sterling area with non-dollar
countries other than EPU 15

Total net deficit - 508 ./

The developments which are most likely to have converted this $500

million deficit into a $200 million surplus may be assessed as follows:

(a) There was probably a further decrease in U.K. imports from the

dollar area. Trade statistics show that imports from the dollar area in the

third quarter of 1952 were lower than in the first and second quarters 1 and

while trade returns, as already stated, lag behind actual payments for imports

I/ The above data are obtained from the official Balance of Payments State-
ment. The difference between the net total of $508 million and The Economist
figure of 5490 million is due to slight differences in estimates:

Economist Balance of Payments
Million $

EPU -362 -351
American aid / 202 /210
Dollar deficit 490 50698
Change in gold reserve - 650 649

3/ Trade Statistics - Imports from Dollar Area
1952 Million b
1st quarter 210.0
2nd quarter 211.5
3rd quarter 159.4
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it is probable that the trend towards lower imports continued in the fourth

quarter of 1952 and the first quarter of 1953 and was therefore reflected

in the balance of payments of the second half of 1952. It seems reasonable

to assume that payments for dollar imports in the second half of 1952 were

lower than in the first by about $200 million.

(b) There may also have been an increase in export receipts.

Trade statistics show that British exports to the dollar area have been as

follows during 1952:
Million ;

4th quarter 1951 72.6
1st * 1952 73.7
2nd n 80.1
3rd " 81.9

Receipts fran exports may have increased by some $50 million in the second

half of 1952.

(c) Experience shows that speculation on sterling can produce

violent swings in Britain's dollar position. Since 1949 dollar transactions

on capital account have shown the following fluctuations:

Million $

1948 -237
1949 / 16
1950 /397

1st half 1951 / 39
2nd half 1951 -281
let half -.1952 / 20

It is very probable that the restoration of confidence in the British

position again produced a sharp inflow of funds which, on the basis of past

experience, may have been as high as '.200 million. 1

1/ According to the Economist (,arch 29, 1952, P.808) "past experience
suggests that the swing of the semi-speculative, semi-commercial
psychological pendulum from one extreme ,hen sterling is being "beared"
to another when sterling is being 41bulled" may amount to as much as &500
million - not an implausible figure when it is realized that intemational
trade financed in sterling amounts to over 110,000 million."
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(d) It is probable that the dollar surplus of the dependent terri-

tories and gold sales to the U. K. were maintained and that the dollar

deficit of the independent sterling area countries was largely eliminated

O1owing the imposition of drastic import restrictions which was decided
4,

u'pon at the Commonwealth Conference. If this has been the case the result

will have been an improvement of the order of $200 to $300 million in the

British dollar position.

Summing up the preceding calculations we find that the probable

sources of the recent improvement have been as follows:

Million $

Cut in imports 200
Increase in exports 50
Capital movements 200
Improvement in dollar position of

sterling area 250

Total 700

If these calculations correspond even approximately to the real

situation they give a rough idea of Britain's dollar accounts in the second

half of 1952:
~lon
1952

1st half 2nd half

1. United Kingdom
Imports from dollar area - 998 - 800
Exports,to dollar area 54 51 , 600
Other current payments (net) 117 .100
Capital transactions $ 20 / 200

Net Balance - 554 - 100

2. Rest of Sterling Area
Dependent territories / 190 / 200
Independent countries - 304 - So
Gold sales to U.K. 145 50

Net Balance / 31 / 300
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1952
1st half 2nd half

3. Dollar transactions with
Non-dollar countries:

EPU -. 351 - 812/
Other , 15 -

4. Servicing of American Loan - - 181

5. American aid /210 /226

6. Change in gold reserve - 649 / 161

Expressed as annual figures and after elimination of the inflow of funds,

which is obviously of a non-recurring character, these estimates suggest that

under the conditions which obtained in the second half of 1952 Britain would

have been able to cover its own deficit with the dollar area with its purchases

of gold from the sterling area and with the surplus of the dependent territories

while the rest of the sterling area was taking care of most of its own dollar

needs. In that case the British dollar deficit would have been equal to the

payments due for the servicing of the American and Canadian loans:

Annual Dollar Balance
Million $

1. United Kingdom
Imports - 1600
Exports 1200
Other - 200

Net - 600

2. Rest of Sterling Area
Dependent territories / 00
Independent countries - 100
Gold sales to U.K. 300

Net $600

1/ Obtained by deducting the $86 million surplus with EPU from the $170 million
cost of commodity arbitrage.
This is probably on the higher side.
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Annual Dollar Balance
Million

3. Servicing of American and
Canadian loans

U. Net Overall Balance - 181

The question that arises in trying to assess Britaints dollar

problem is how far the preceding estimate of the British dollar accounts

during the second half of 1952 can.be considered as typical of the conditions

that are likely to obtain in the coming years. It is clear that if there

is scope for a further cut in imports, for a further expansion in exports,

for larger colonial surpluses and for higher receipts from gold, the British

dollar position will improve markedly in the caning years. If, on the

other hand, imports during the second half of 1952 were too low for long-

term equilibrium, if exports had reached their peak and if the colonial

surpluses could not be maintained at their 1952 levels, a deterioration in

Britaints dollar position would seem to be in sight.

The fear has been expressed that the cuts in dollar imports decided

upon in 1952 were once again made at the expense of stocks and hence will

give only temporary relief to the British dollar position. This was denied

a few months ago by the Government which stated that raw material stocks at

the end of September were on the whole higher than a year earlier. Against

this, however, it has been pointed out, first, that the full impact of the

new import restrictions had not yet been felt by September and second, that

consumption of raw materials in 1952 had been below normal due to the decline

in industrial production. Thus, during the first nine months of 1952 con-

sumption of cotton fell by 30% compared with the second half of 1951, con-
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sumption of sulphur by 12%, of woodpulp by 8% and of lead by 36%.

Whether stocks will prove adequate or not, it is unlikely that

dollar imports will be maintained at their recent levels if there is any

relaxation in the very severe restrictions against dollar goods decided on

in 1952. The same applies to the dollar imports of the independent coun-

tries of the rest of the sterling area and hence to the prospects of a

balancing of their dollar accounts in the coming years.

With regard to exports, continued high levels of econamic activity

in the United States and a lowering of trade barriers should enable Britain

to expand her sales in the American market,assuming that British prices

continue to be competitive. If, however, American economic activity de-

clines in the coming years and if there is no lowering of trade barriers,

British exports to the United States are likely to fall. American economic

conditions will determine the prospects of British sales not only in the

United States but also in other dollar markets since a decline in American

economic activity is bound to affect the other countries of the dollar area,

as well as lead to more aggressive selling by American busineos in these

markets. It is true that there is considerable scope for an increase in

British sales to- such expanding dollar markets as Canada and dollar coun-

tries of Latin America like Venezuela, Mexico, etc. Such an increase, how-

ever, would require a very drastic change in present British policies since

it is unlikely to take place while Britain allows large exports of capital

to the sterling area. On the basis of present indications no substantial

expansion in British dollar exports appears likely in the comting years.

The size of future colonial surpluses will depend in part on the

level of demand, and hence on American conditions, and in part on develop-
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ments in the colonial territories themselves. In the long run the terri-

tories are certain to seek greater independence which is likely to include

greater control over their dollar earnings. Against this probable loss of

dollars to Britain must be set the possibility of a rise in the price of gold

which, however, depends entirely on American decisions.

Finally, any increase in dollar earnings that may be achieved by the

independent countries of the sterling area will be needed to meet the dollar

requirements of the countries themselves so that no improvement in Britain's

dollar position is probable on that score. On the other hand, it is un-

likely that Britain will continue to meet the deficits that may fran time to

time tend to develop in the dollar accounts of these countries. Thus, the

prospects are that in the coming years the dollar position of the independent

sterling area countries will cease to be an important factor in Britain's

dollar problem.

In the light of these considerations a substantial improvement in

Britain's present dollar position appears unlikely in the coming years while

a serious deterioration is certain to take place in the event of a decline

in American economic activity. And, it must be remembered, the real

present position is that Britain can barely meet her dollar needs even after
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cutting imports of dollar goods to the bone. 1/

1/ Since the recent import cuts are not fully reflected in the latest available

trade statistics it is not yet possible to determine how the current level of

dollar imports compares with prewar. If we assume that the rate of imports
during the last four months for which returns are available, i.e. July-Octo-

ber 1952, had not yet fully reflected the cuts in imports decided upon in

1952 and if we further assume that the dollar prices of imports have increas,

ed by 120 percent compared with prewar, which is probably an underestimate,
we reach the conclusion that the volume of current dollar imports is one-

third less than before the war. Taking into account such factors as the

higher levels of employment in Britain, the increase in population, the

loss of sources of supply in Eastern Europe and elsewhere, we are bound

to conclude that current dollar imports are considerably below normal

requirements and can be held at this low level only through severe import

restrictions. The following table is based on U.K. trade statistics:

United Kingdom Imports (c.i.f.) from Dollar Area
(Million $)

Total U.S.A. Canada Other

1938 1080 590 410 80

1950 1344 590 504 250
1951 2173 1064 728 381
1952:
1st half (annual

rate) 2372 1112 935 325
July-Oct. (annual

rate) 1784 664 910 210

Assuming an increase in prices of 120 percent, prewar imports correspond

to some $2340 of current dollars. Assuming that imports in July-October

1952 had not yet fully reflected the effects of recent imports cuts, we
may conclude that the current rate of imports is about $1600 million per

annum. This is 68 percent of the prewarzate.
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Another question raised by developments in Britaints external position

in 1952 is whether the decline in the volume of British exports to non-dollar

markets which took place during that period portends future difficulties in

selling to non-dollar markets as well, and hence future balance of payments

difficulties with areas other than the dollar area.

Overall British exports in 1952 declined by only 1 percent in terms of

value but since export prices increased by 5 percent this implies a decline in

volume of 6 percent.

The whole of the decline occurred in exports of textiles, which decreased

sharply, and in exports of other consumer goods, vehicles and chemicals. Exports

of coal, iron and steel and machinery, on the other hand, increased substantially

Million -
1951 15

Increaseg
Coal and coke 34 65
Iron and steel 159 192
Electrical goods and machinery 460 532

Decreases
Textiles 538 381
Other consumer goods 1/ 297 280
Vehicles 480 479
Chemicals 143 138

1/ Including miscellaneous manufactures.

Similarly, the whole of the decline in exports during 1952 occurred

in the last three quarters of the year. The rate of exports in the first

quarter was considerably higher than in 1951, due primarily to massive exports

to sterling area countries made before the imposition in these countries of

severe restrictions against all imports of consumer goods. Comparing the last

three quarters of 1952 with the corresponding period of 1951 we find that the



- 70 -

decline in the volume of exports was 11 percent instead of the 6 percent

suggested by calculations based on a full year.

Another characteristic of the decline in exports during the last three

quarters of 1952 is that it was due entirely to the decline in exports to the

sterling area. Exports to most other areas during that period were only

slightly below their 1951 level in terms of volume. This is a tentative con.-

elusion based on data for the period April-October 1952 since regional breakdowns

are not yet available for November and December 1952, but it is unlikely that

returns for these two months will alter the picture significantly:

Million T5
April-

Year October

i25-1 --92_ Change
(Annual rate)

Dollar area 326 339 / 13
Sterling area 1313 1143 - 170
OEEC 614 630 / 16
Latin America 112 101 - 11
Other ..- 11 219 4

Total 2570 2432 - 148

What is the significance of these developments for the future of British

exports to non-dollar markets?

1. The sharp drop in exports of textiles in 1952 was due not only to import

restrictions in foreign countries but also to a world-wide decline in demand

following the excessive buying f 1951. It is reasonable to expect that as

foreign demand revives exports of British textiles will recover from the lV

point reached in 1952. A return, however, to the levels of 1951 appears unlikely

in view of receding inflation in foreign countries and increasing Japanese and

German competition. The same considerations apply to most other consumer goods.

It follows that an increase in British exports above the levels of 1951 seems to

depend on an increase in exports of metal goods, machinery, chemicals, coal and
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new industrial products which will be in demand in world markets. Such an

increase, however, will require an expansion in productive capacity and manpower

in the British heavy industries which will take time to be achieved. Thus there

is no prospect that British exports ill soon resume their rapid postwar expansion,

2. In the postwar period over 10 percent of total British exports served

tn finance the repayment of sterling debt and the export of capital to sterling

area countries. It is clear that so long as a country is willing to place at the

disposal of others funds which can be used only for the purchase of its own goods

there is no limit to the increase in its exports which it can achieve by this

means, The purpose, however, of exporting, especially in a period of full

employment, is to earn the means of paying for needed imports. When a large

proportion of exports serves other purposes the result is bound to be a weakening

of the country's external position, however high the volume of its exports.

Large "unrequited" exports weaken a country's economic position in four ways:

(i) they divert resources which could have been used at home to meet local demand

for goods and improve the country's productive equipment; (ii) to the extent that

they consist of goods for which there is no genuine demand either at home or

abroad they help maintain a structure of production which has ceased to corres-

pond to the country's needs; (iii) to the extent that the goods involved could

have been sold to other markets against cash, unrequited exports reduce the

country's ability to finance its import needs; and (iv) by making sales easy in

sterling area markets unrequited exports tend to divert goods from hard currency

markets and hence to increase the country's external difficulties.
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In the postwar period Britain has experienced all these consequences

of large unrequited exports and this is one of the reasons why the large

increase in British exports achieved in the postwar period has not contributed

as much as could have been expected to the restoration of equilibrium in her

external accounts. Present indications are that the policy of large capital

exports to the sterling area will be continued but that more attention will

be paid to the utilization that is made of the funds thus supplied. The

communique of the recent Commonwealth Conference states that "the United Kingdom

Government are determined that the flow of capital from London for sound develop-

ment throughout the Commonwealth shall be maintained and increased". It is

added, however, that highest priority will be given to schemes that will con-

tribute to the improvement of the sterling area's balance of payments. This

inevitably means that there must henceforth be more emphasis on primary produc-

tion and less on industrialization. There is, however, no evidence yet of any

intention to set up machinery for the screening of projects. Until now capital

has flowed quite freely to the rest of the sterling area without regard to

the purpose for which it was moving out of Britain. In the postwar period

exports of capital to the sterling area have averaged between U150 and ;200

million a year. The Commonwealth communique seems to indicate that the intention

is to maintain, if not increase, that rate in the coming years. To the extent

that the decision to concentrate on dollar-earning or dollar-saving projects is

implemented, these exports of capital will gradually strengthen the sterling

area's balance of payments and hence Britain's external position. But even

in that case, no quick relief can be expected for Britain as the projects in

question will take time to yield results. If, on the other hand, capital exports

continue to be made in the present haphazard way there will not even be this
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promise of future reward.

With regard to sterling balances, in spite of large postwar repayments

to certain countries there have been large accumulations by other countries

so that, on balance, outstanding liabilities are still very considerable:

Million ;
31st December 30th June 30th June

___1945 1950 1952

Sterling area countries
Dependent territories 446 580 1,042
Independent countries 2,007 1,917 1,513

Non-sterling area countries
QEEC countries 409 378 349
Other (mainly Egypt) 801 596 493

Total 3,663 3,471 3,397

A current view is that at their present level sterling balances, even

though large in themselves, are no longer a serious threat to Britain's external

position. This view is based on the following considerations:

() The composition of the sterling debt has greatly changed since

1945: at present 30 percent of sterling balances are held by dependent

territories compared with only 12 percent in 1945. Of the total of l,042

million thus held by dependent territories in June 1952 one third represented

the cover of their currencies and was not therefore available for spending.

Another small part was needed for working balances. Thus no more than L600

million are considered to be likely to require repayment by Britain at some time.

Britain, moreover, exercises sufficient control over the policies of these

territories to be able to determine the rate at which these sums will be spent

and hence to minimize the strain which their utilization might impose on her

economy. It has even been argued that these balances are more in the nature of
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an internal than of an external debt since a large part of them is held by

British nationals. i/

(ii) Before the war short-term foreign claims on London, held as

reserves and working balances totalled 4700 million. Teking into account the

rise in sterling prices this sum corresponds to some 192,200 million of current

sterling. This means that of the total of 13,400 million of sterling balances

in June 1952, only 61,200 million are likely to require repayment in the coming

years and of this, as already stated, a large part belongs to colonial territor-

ies and is therefore under British control. Definite commitments have already

been made towards India, Pakistan and Ceylon, i.e. the Colombo Plan countries,

for releases of 6345 million by 1957 and towards Egypt for releases of L140

million by 1960. In view of these facts, it is said, it seems reasonable to

assume that releases of sterling balances will not require more than 5100

million per annum in the next decade. What is more, the liquid form in which

these balances are held is no longer likely to constitute a threat to the

stability of sterling since the largest part of these balances will be held

as reserves and will not therefore be available for spending.

In our opinion, this appraisal of the problem of sterling balances

is unduly optimistic for the following reasons:

(i) Even if the dependent territories abstain from utilizing any

sizeable part of their sterling balances in the coming years, which seems

doubtful, the fact that these territories are unlikely to continue accumulating

1/ See A.R. Conan, The Sterling Area, p. 140: "A detailed analysis of these
balances seems to show that insofar as they represent backing for colonial
note issues, they do not constitute an overseas loan to the United Kingdom,
while insofar as they represent the sterling funds of banks operating in
colonial territories they are the property, not of Colonial Governments, but
of such banks: few of these banks would be in colonial ownership..,. it appears
that a very large part (perhaps much the greatest part),of the sterling
balances of the Colonies does not in fact add to the United Kingdomts external
liabilities."
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sterling claims means that the releases that will be made to other areas in

the coming years will no longer be offset by accumulations on the part of the

dependent territories and hence will be more burdensome on Britain than they

have been in the last three years.

(ii) Before the war foreign countries were willing to hold a large

part of their reserves in sterling because sterling was a convertible currency

The fact that sterling has become an inconvertible currency subject to recur-

ring crises has seriously impaired the usefulness of sterling balances as

reserves. Calculations based on the prewar size of sterling balances are bound

to exaggerate the amounts that foreign countries are likely to want to hold as

reserves rather than spend.

The significance of these considerations is three-fold: first, they

suggest that the drawing down of sterling balances in the coming years is likely

to be substantial; second, they suggest that many holders of sterling balances

will continue looking for opportunities to convert their sterling into dollars;

and third, they suggest that the existence of this large amount of sterling

claims held in such a highly liquid form will remain a threat to the stability

of sterling, especially during periods of difficulties and crises.

Our conclusion is that unless there is a drastic change in policy in the

coming years, large unrequited exports to the sterling areas are likely to remain

a feature of British foreign trade and to continue imposing a serious strain on

British resources and on the British external position.
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3. An increase in exports to other non-dollar areas, which means primarily

the OEEC countries and Latin America, can be achieved only if Britain increases

her imports from those areas. The only other ways to sell more goods in these

areas would be to extend credits or receive payment in hard currencies. Extend-

ing credit means making "unrequited" exports, which, as already stated, weaken

instead of improving a countryts external position. Expecting payment in dollars

from areas which themselves suffer from an actue shortage of dollars would

be equally futile.

In view of this close relationship between exports to and imports from

those areas, restrictions on imports are justified only to the extent that 
they

are needed to correct a deficit or repay a debt. Restrictions maintained in

the hope of achieving a surplus in trade with these areas are bound to prove

self-defeating since they can only succeed in creating a shortage of sterling

in these areas and hence in forcing them to curtail their imports from Britain.

Recent trends in British trade with the non-dollar countries 
of Latin America

illustrate this relationship. The-sharp decline in British imports from these

countries which took place in 1952 has been accompanied by a steady decline in

British exports to these countries:

Million &
British imports British exports
from non-dollar to non-dollar
Latin America Latin America

lst quarter 1952 31.7 29.4

2nd n 23.5 29.0

3rd " i 18.5 22.6

October " 8.4 7.3
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Similarly the recent British surpluses with OEEC countries following

the imposition of severe restrictions on imports from Europe cannot be main-

tained without forcing OEEC countries to adopt similar restrictions on imports

from Britain.

In the case of Latin America, it is true that the low level of British

imports from the area is due as much to the currency overvaluation and other

unsound economic conditions prevailing in the area as to British import restric-

tions. There can, however, be no doubt that a higher volume of exchanges with

the area would have been possible if greater efforts had been made to overcome

the existing obstacles.

4. Our overall conclusion from the preceding discussion is that Britaint

ability to increase,or even maintain, her "requited" exports to non-dollar

markets in the coming years will depend on her ability to provide the goods

needed in these markets, which will increasingly be heavy industrial goods, and

on an expansion of her imports from these areas. The task will become more

difficult than it has been in the recent past due to increased competition from

Germany and Japan. The widely expressed fear that the reappearance of Germany

and Japan in world markets may cause a severe contraction in British trade is

no doubt exaggerated: given high levels of economic activity in the world

there will be ample demand for the products of all countries if these products

are suited to the existing needs and are offered on competitive terms. There

is no reason to think that British industry will be unable to meet these require-

ments given sound economic policies in Britain and in the sterling area. If,

on the other hand, there is a world-wide decline in economic activity, Britain,

the center of a vast Commonwealth, should be in a stronger position to maintain

her trade than either Germany or Japan. It is nevertheless true that the
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recovery of these former enemies has made the British position in world trade

less favorable than it was in the first postwar years on two counts:

(i) It has affected adversely Britain's prospects of maintaining

her sales of goods for which before the war Germany and Japan

had been principal suppliers but which they were unable to

provide in the immediate postwar period, thus allowing Britain

and other industrial countries to capture their former markets.

(ii) It has increased both the supply of industrial goods and the

demand for primary products in the world and hence caused a

further unfavorable shift in price relationships between indus-

trial and primary products. This factor accounts in part for

the steady deterioration in Britain's terms of trade since the

end of the war and suggests that the recent improvement in

terms of trade is unlikely to continue. 1/

In the light of the preceding considerations it seems reasonable to

conclude that even with regard to non-dollar countries the task of maintaining

a high volume of trade and of balancing external accounts will not be easy and

will require some fundamental adjustments in British policies and in the British

economic structure. It seems also reasonable to conclude that the cost of imports

in terms of exports will continue to be much higher than before the war and to

absorb a much greater proportion of British resources.

1/ British Terms of Trade
(Ratio of import prices to export prices)

1947 = 100
1948 = 102.2
1949 = 101
1950 = 108.7
1951 = 122.8

lt half 1952 = 117.5
October 1952 = 110.5



- 79 -

III. The Internal Improvement and its Significance

As already stated, the data necessary to determine the nature and

extent of the imrpovement which took place in the internal situation during

1952,are not yet available, but the reality of the improvement cannot be

seriously questioned.

The test of internal stability is the stability of the price level.

In this respect the picture in 1952 has been almost as good as in the United

States, where, as is well known, a considerable degree of price stability has

been maintained since the middle of 1951. Between April and November 1952 1/

British retail prices increased by 2 percent and wale rates by 4 percent while

wholesale prices declined by 2 percent and export prices by 4 percent. This

compares as follows with developments in the corresponding period of 1951:

Changes between April and November
Percent

1951 1952

Wholesale prices / 3. - 2
Retail prices , 6.6 / 2
Wage rates / 6.8 4
Export prices /10.4 -4

This improvement was the more remarkable as it occurred in a period

of lower production, larger budgetary deficits and cuts in the inport program.

As already stated, during the period April-September 1952 in"ustrial

production declined by nearly 7 percent compared with the correspondin- period

of 1951. If, however, we include the first quarter of 19'2, when production

was at its highest postwar level, the decline was much less,only 4 percent. In

trying to determine the size of the resources available in 1952 as against those

1/ The last month for which data are available.
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available in 1951 the latter is clearly a more significant comparison.

The following table shows that the decline in production was not

uniform, it was heavily concentrated in the textile and other consumer goods

industries. There was no decline in the heavy industries or in public utilities

and there were increases in food manufacturing and in building materials:

Period January-Sepbember
1951 1952 1%

(1948=100) Change

Decreases 1/
Textiles -120 92 -25
Clothing 2/ 18 101 -15
Leather and manufactures 103 83 -20
Chinaware 113 107 - 6
Paper and printing 138 120 -13
Glass 119 106 -11
Miscellaneous manufactures- 123 108 -13

No Change or Small Change
Mining 106 107
Metals, engineering, vehicles 121 121
Drink and tobacco 96 97
Chemicals1/ 131 129
Gas, electricity, water 121 122

Increases
Food 108 113 /5
Bricks, cement, etc. 113 120 L 6
Building 101 103 / 2

1/ January-August
/ January-July

The decline in the production of textiles and other consumer goods

is accounted for largely by the decline in exports but there was also a fall in

domestic consumption and a decrease in stocks. Estimates of personal expendi-

tures suggest that during the period January-September 1952 expenditures on

clothing, expressed at constant prices, were 7 percent lower than in the cor-

responding period of 1951, and expenditures on household goods 12 percent lower.

During the same period wholesalers' stocks of textile goods are estimated to

have declined by 30 percent. The lower sales of these two categories of consumer
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goods appear to have been due to the reaction of the public against high prices

as well as to earlier over-biying. It is significant that the only retail prices

that declined in 1952 were the prices of clothing and household durables.

The consumption of other goods and services remained practically un-

changed in 1952 but the lower consumption of clothing and household goods re-

duced the overall level of consumption by 2 percent:

Eillion L
Personal Consumption Expenditures

Expressed at 194d Prices
January-Septober
1951 1952

Food 1758 1761 / 3
Alcoholic beverages 549 53b - 15
Tobacco 576 586 $ 10
Rent and utilities 777 781 14
Travel and entertainment 399 396 - 3
Clothing 514 477 - 37
Footwear 115 104 - 11
Household goods 460 04 - 56
Other goods and services 1301 1282 - 19

Total W 6325

The fact that this slight decline in consumption was concentrated in

only two categories of gooas strongly indicates that it was the result of a free

choice of consumers and not, as has been suggested, of a decline in purchasing

power due to the rise in prices. There is no evidence that total money income

failed to keep pace with rising prices: In both 1951 and 1952 wage rates in-

creased as much as retail prices and profits, by definition, rose at least as

much as prices. The rise in prices no doubt curtailed the purchasing power of

persons with fixed incomes but the fact that, although these persons belonZ

largely to low income groups, expenditures..on such relatively-on-essehtials as

tobacco, drink and entertainment were maintained, seems to indicate that the

decrease in the purchasing power of certain sections of the population which may

have taken place in 1952 had no significant effect on overall consumption.

Our assumption that real incomes were maintained in 1952 implies that

the 2 percent decrease in consumption resulted in an increase in savings. Data
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on savings do not seem to bear this out. The total of savings outstanding in

September 1952 was slightly lower than at the beginning of the year:

Million -

Jagar September January September

Post Office and Savings Banks 2,851.7 2,799.5 .2,8,06.0 2,784.4
National Savings Certificates 1,678.5 1,723.3 1,723.3 1,720.2
Government Securities on

Post Office Register 1,115,1 1,110.6 1,088.5 1,032.6

Total 5,645.3 5,633.4 5,617.8 5,537.2

On the other hand, time deposits (deposit accounts) in the banks increasec

considerably during that period:

Million &

January 1951 2,078
September 1951 2.067

Change -11

January 1952 2,031
September 1952 2 216

Change 185

This corresponds very closely to the decrease in consumption which

occurred during that period. I/

The fact that the decrease in consumption is reflected in an increase in

bank deposits rather than in increases in other forms of savings may be signifi-

cant since it may mean that what happened in 1952 was a postponement of spending

rather than a decision to consume less.

Another significant development may be the fact that food consumption

showed no decrease until September 1952 in spite of the very large cuts in

_/ Expressed at current prices, consumption increased from 07,305 million in
January-September 1951 to L7,662 million in January-September 1952. The fact
that in real terms consumption declined by 2 percent implies a price increase
of some 7 percent. Our assumption that real income did not decline means that
total purchasing power available for spending was .07,810 million (i.e. 27,305
million increased by 7 percent to take account of the rise in prices). The
difference between this figure and the actual spending of 1,7,662 million, i.e.
;148 million, must be compared with the E185 million increase in deposits
minus the L80 million decrease in savings which occurred during that period.
Taking into account the highly approximate nature of the estimates, the
correspondence must be considered as very close.
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food imports decided upon in 1952. This 'mayrmean that the effects of the cuts

had yet to be felt in the economy.

The conclusion that emerges from the preceding discussion is that the

decrease in inflationary pressures in 1952 has not been due to a decrease in

consumption. The slight decline indicated by available estimates has been

wholly due to the decline in consumption of textiles and househo1d god! M ieh,

however,p was matched by a decline in production and did not, therefore, serve

to release resources for other purposes.

Of the other two categoriesof expenditures, i.e. Government spending

and investment, the former, as already pointed out, increased considerably

during this period without a corresponding increase in revenue and was thereP

fore a strong inflationary influence in the economy. The budgetary results

of the first nine monthsof 1952 which we have quoted earlier suggest that there

was a deterioration in the fiscal picture of sane 400 million. Since the full

effect of the higher taxes decreed in M1arch 1952 was due to be felt only in

the last quarter of the fiscal year, the real inflationary impact of Government

finances on the economy was not as great as this L400 million deterioration

su6gests, but it must have been at least equal to half this sum.

Sii1ce neither consumption nor government spending account for the in-

ternal improvements, the greater stability of the economy in 1952 must have been

due to lower investment expenditures. Information on the size and direction of

investment in 1952 is not yet available but we have seen that the Government

envisaged a reduction in both fixed investment and stocks.

The fact that exports of netals goods increased during 1952 while produc-

tion remaned stationary would seem to indicate that there was a diversion of

equipment from home investment to exports. This evidence is, however, too

indirect and the increase in exports was not large enough to allow any definite

conclusionsto be drawn from it about the size of fixed investment in 1952. On



the other hand, we have seen that new borrowings increased sharply in 1952.

Critics of the Government have complained that while capital

expenditure in productive industry was "being cut to the bone", the Government

"failed to keep any check" on its owh investment, especially housing. I/ On

the whole it would appear that, even if the decrease in fixed investment en-

visaged by the Government did take place, it cannot have been an appreciable

factor in the greater internal stability attained in 1952 and was probably

less than the 6100 million forecast at the time of the Budget.

This leaves changes in stocks as the only possible important anti-

inflationary influence in the economy during 1952. That this has been the

principal factor in the greater stability of 1952 is suggested by the fact

that while during 1951 the physical increase in stocks amounted to i387 million

'1952 has been a year when stocks were drawn down substantially. No data on the

extent of the decrease in stocks are yet available for 1952 but there can be

no question that such a decrease has taken place. .e have seen that at the

time of the Budget the Government had assumed that stocks would decline by

4150 million in 1952 and had announced that this drawing down of stocks would

be one of the principal means of offsetting the inflationary pressures in the

economy. In addition to this more or less planned reduction in stocks which

was expected to result from a reduction in imports, falling prices and demand

induced traders and manufacturers to let their stocks of materials and finished

goods decline and to postpone their replenishment. This was particularly true

of textiles where, as alreacy stated, wholesalers' stocks declined by 30 per-

cent. During 1950, when there was also a drawing down of stocks, the decrease

in stocks is estimated to have amounted to ;168 million, and it must be re-

nembered that in 1950 there was no falling market, and hence no liquiQation

1/ See Economist, October 4, 1952, p.48 ,



of stocks by traders and manufacturers.

Taking all these considerations into account we may conclude that

the decline in stocks in 1952 is not likely to have been less than 150 and

may have been as high as 200 million. This means that, while in 1951 re-

sources equal to L387 million were devoted to stock-building, in 1952 this

drain on the economAy disappearedand in addition resources of some 2150 to

&200 million were made available from accumulated stocks. Thus the snift

from stock-building to stock-depletion may have freed over ;500 million of

resources for other purposes, thereby relieving the strain imposed on the

econon by larger defense expenditures and lower inorts.

The fear has been expressed that this is a repetition of the familiar

British postwar expedient of "living off stocks until the next balance of

payments crisis comes along". 1/ In the absence of information, it is impossible

to determine to what extent the fear is justified but it is significant that

when the demand for textiles revived in the fall of 1952 the depletion of

stocks was found to have been so great that an actual shortage of goods

developed in certain lines. 2

If our interpretation of internal developments in 1952 is correct,

it suggests the following conclusions with regard to the prospects for the

coming years:

The improvement of 1952 owes so much to the shift from stock-building to stock-

depletion, which is of a non-recurrin- character, that it cannot be considered

as decisive. There are several reasons for believin- that British resources

and the British price level will continue to be subjected to considerable

pressures in the coming years:

1/ See Economist, September 13, 1952, p. 642.
2/ The Times Annual Financial and Commercial Review, London, October 13, 1952,

p. Xx.
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(a) From now on increases in production will be small. Expectations of a

rapid growth of productivity do not seem justified.

(b) If external balance is to be maintained, the supply of imported goods

will have to be smaller or exports larger than in 1952.

(c) Defense spending, even if it does not rise above the level of 1952,

is unlikely to decrease significantly in the coming years.

(d) Productive investment must be maintained, if not increased, if British

productivity is to improve and Britain's'competitive position in the world

is to be maintained.

These considerations suggest that there will be no room for a rise in

consumption in the coming years. The pressure for wage increases will, how-

ever, continue. We have seen that during the postwar period, in spite of

strong Government exhortations and considerable restraint on the ,)art of trade

unions, wa-e rates have been steadily rising. The pressure could be eased

only through a degree of disinflation that would create sufficient unemploy-

ment to act as a stabilizer in the economy. Such a course has been strongly

advocated but is highly improbable. All indications are that conditions of

full employment will be maintained in the economy in the coming years. If

there were any doubts on this matter, public reaction to the recent textile

slump should have dispelled them. .The temporary and wholly localized increase

in unemployment resulting from the slump 1/caused so much concern in both

1/_Unemployment rose as follows in 1952:
Thousands

Liscellaneous
Total Textiles Manufacturing Other

January 1951 367 13 21 333
May 1951 241 10 l 217
November " 323 41 22 260
January 1952 426 70 30 326
Lay 519 161 38 320
November " 450 43 32 375

This table shows that between May 1951 and 'ay 1952 unemoloyment increased by
278,000 and of this total textiles and miscellaneous manufactures accounted
for 177,000. It should be noted that as a percentage of the total civilian
labor force unemployment has remaiied low t'roughout the period: Percent of
total civilian labor force: May 1951, 1.0, Lay 1952, 2.3, November-1752-,-.0.
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political parties and among all sections of the population that the Govern-

ment was forcel to intervene with measures, such as the reduction in purchase

tax on clothing and the stepping up of military orders for textiles, which

were bound to affect adversely the already weak budgetary situation. The

problem of maintaining wage and price stability under conditions of full

employment,which exists in all countries, is made still more difficult in

Britain by the fact that food subsidies, which have kept the cost of living

at an artificially low level in the postwar period, will have to be eliminated

if a realistic price structure is to be restored. The 40 percent reduction

in food subsidies undertaken in 1952 was the first step in this direction

and, although it was made with the utmost skill and care, it did strengthen

the pressure for wage increases.

Our conclusion is that British resources an(. the 3ritish orice level

will continue to be subjected to a serious strain in the coming years and

that the improvement of 1952 will appear in retrospect to have been a breath-

ing spell rather than the end of British postwar difficulties.

There is only one factor which can alter significantly this prospect

and this is a change in the behavior of business and consumers. Throughout

the postwar period inflationary pressures were made worse by the inflationary

psychology which they themselves generated. The expectation of inflation

itself produced inflation. The y--ar 1952 is significant in that it was the

first time since the war that losses were sustained because inflationary ex-

pectations were not borne out. This may prove to have been a turning point

in the postwar economic picture. The end of the inflationary psychology would

mean greater caution on the .art of businessmen and a greater Arilin1_aess to

save on the part of the public and there can be no GOIubt thit the resources

that could be released in this way would be considerable. It is clear,
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however, that this change in psychology can make its contribution to the solu-

tion of Britain's difficulties only to the extent that the country's policies

are not inflationary, and this means that the need for restraint and vigilance

will remain as great as ever.

IV. The Role of Monetary Policy in the
Recent Improvement

The contribution which the monetary measures described in an earlier

section have made to the recent British economic recovery is at the present the

subject of heated debate in economic and business circles.

Monetary policy enthusiasts are inclined to give to these measures

the major credit for the greater stability attained in 1952. They argue that,

externally, the post-Budget rise in interest ratcs, by forcing the liquidation

of short positions in sterling, has been a principal factor in the inflow of

funds which has contributed so greatly to the external improvement. In support

of this view they point to the dramatic recovery in the dollar accounts after

March 1952 which coincided with the rise in interest rates. 1/ Internally, they

say, the fall in Bank advances which has been the major disinflationary factor

in 1952, has been the direct result of the tightening up of credit, including

consumer credit, which has been induced by higher interest rates and lower Bank

liquidity. Similarly, more costly credit has had a restraining influence on

1/ The gold and dollar deficit, exclusive of American aid, declined as follows
* since the Budget:

Million $
Other Gold and Dollar

1952 EPU Settlements Balance

January -75 -224
February -94 -172
March -50 - 21
April -51 - 12

May -45 - 20
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investment. Finally, -the sharp decline in security prices caused by the rise in

interest rates -has made the holders of such securitiesj including the banks, re-

luctant to sell and.has thereby curtailed an important source of spendable funds.

,The fact that the new policy has not been able to redude the volume of

money and the total volume of ciedit and investment is attributed to the laxity

of the Government's budgetary policy and to the extravagance of its housing pro-

gram and it is argued that, if the Government had not offset the contraction

in bank advances and in private investment by its own large borrowings, the new

policy would have been able to administer a really strong dose of disinflation

to' the economy.

The critics of monetary policy deny tht the rise in interest rates

has been of any great significance and naintain that the improvement of 1952

has been due to entirely different factors..

The cessation of speculation against sterling following the Budget,

they point out, resulted from the realization that the crisis would be tackled

with determination and not from the higher cost of bank credit. It is true that

the sharp decline in acceptance business which occurred in 1952 contributed to

the improvement of the external position, but higher rates of interest have been

only one factor in this decline.- Tighter government regulations and the fall

in cormodity prices and in foreign trade have been much more important in causing

the decline. -/

1/ The Times Annual Financial and Comercial Review, London, October 13, 1952,

p.l Xi, describes the developments in the field of acceptance business as
follows: "The maximum period normally permitted for usance drafts drawn
under credits on U.K. banks or acceptance houses was reduced from 120 days
to 90 days. An official ban was placed on refinancing operations by which
means buyers outside the sterling area had been able to protect their
exchange position and at the same time to finance their business purchases
at the low rates still obtaining in this country. Commodity prices had in
many cases fallen considerably from the high levels of 1950-51.....And then
.......'other countries.......put hurried restrictions on further imorts and
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With regard to Bank credit, the critics of monetary policy argue that

the application of stricter criteria of lending requested by the Government

and loyally adhered to by the banks, together with the caution and hesitancy

induced by falling commodity prices and demand, have begn much more important

factors in bringing about the decline in-bank advances which occurred in 1952

than the higher cost of borrowing. In support of this view they point to the

fact that the bulk of the decline in advances occurred in four categories:

textiles, food, public utilities and personal, where factors other than interest

rates have been at work in reducing borrowing:

Million &

Change in Bank Advances

February-November
1951 1952

Textile industries - - 37.4

Food, drink, tobacco industries 36.7 - 29.4

Personal and professional 5.2 - 51.9

Public Utilities 38.4 - 38.4

Other 1129.1 - 83.3

Total 1209.4 -240.4

j] of page 09 continued -

trade with those centres was stooned almost overnight.. Over and above all this

bill rates had risen here from 1% for prime .three months' bills in October 1951
to 3% in March 1952. Bills no longer rerresented an ultra-cheae form of finance
and that fact alone could lead to a considerable reduction in the volume coming
forward. The acceptance houses have, therefore, seen a big diminution in the
amount of bills passing through their hands during the year. This drop may be
as much as one-third. Many of the factors responsible are non-recurring; some
may be temporary and some seasonal; but it would appear that, other things being
equal, the peak figures of 1950-51 will not again be reached for a considerable
time."



The principal cause of the decline in advances to textile industries

was obviously the slump in the prices and sales of textiles. Similarly the de-

cline in advances to food industries must have been due to causes other than

higher interest rates. - The decline in personal and professional loans was

due to the pressure which the banks, carrying out the Government's instructions

to reduce lending for non-essential purposes, exerted on their borrowers., The

decline in advances to public utilities represents a repayment of an advance

made in 1951 to the British Electricity Authority. The repayment was made

out of the proceeds of a public issue, the largest part of which had to be

taken up by the Government itself.

With regard to long-term investment, the critics of monetary policy

argue that those investments which are most sensitive to interest rates, namely,

housing and public utilities, are at present insulated by the Government from

the effects of monetary policy. -Thus, they point out, during the last year

the Government has offset the effect of higher interest rates on housing by

means of a larger subsidy; it has lent ;60 million to the British Transport

Commission at 1-3/4% for 12 months and, as already mentioned, it has supported

Q100 million of the l150 million British Electricity Authority Issue by depart-

mental underwriting.

Private investment has undoubtedly been affected by the rise in

interest rates, but it has also been affected by the tightening up of govern-

ment controls so that it is incorrect to attribute any decrease in private

investment which occurred in 1952 to the new monetary policy alone. The

advocates of monetary policys it is argued, in their enthusiasm for this form

of regulation of the economy tend to forget the realities of present British

conditions, The extent to which direct government controls dominate the field

of private investment has been described as follows in a recent discussion:
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"It is now extremely difficult to get a license to build a factory or to use

steel for constructional purposes. Phthermore, when an industrialist wishes

to finance an installatioh of.plant and equipment with borrowed money, the

Capital lssued,Cbmmittee can prevent the fulfillmeht of his plans if the govern-

ment depar'tnents) on whose advice the Comittee acts; do not consider that th4

particular project is in the national interest at the present times And now

that there is an official ruling against borrowing from the Banks for the pur-

pose of financing investment in fixed assets, it is no longer ,possible to

evade the government control on capital issues by using bank borrowings

instead."

Finally, it is said, to the extent that the new monetary policy does

succeed in discouraging industrial investment, it will be making the wrong

contribution to British recovery since what Britain needs in order to recover

is more, not less, industrial investment. The idea of a permanently low

volume of -industrial investment as the answer to Britain's difficulties is

considered so preposterous that it has been said, partly of course in jest,

that the Government's new monetary policy "is not the traditional monetary

policy but is simply something temporarily forced on them by the shortage of

steel." /

It is too early to appraise conclusively the effects of the recent

British monetary measures but certain things are already reasonably clear:

The announcement of the increase in Bank rate from 2 to 4% un-

doubtedly made a deep impression on the markets and was widely interpreted as

evidence that the new government was determined to use the most drastic

measures in order to restore health to the British economy. But there can be

1/ Bulletin of the Oxford University Institute of Statistics, August 1952,

p. 266.
2/ Bulletin of the Oxford University Institute of Statistics, August 1952,

p. 260.
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little doubt that this reaction was based moro pn memories of what a rise in

Bank rate had neant in the past than on a sober appraisal of what it could do

under present British conditions.

The traditional effectiveness of Lank rate as an instrument of

monetary policy did not lie in the actual effect of a rise in interest rates

on the profitability of business but on the understanding that, in a crisis,

Bank rate could be raised, and go on being raised until it did exercise a

sufficient effect. "The possession of this reserve power," it has been

pointed out, "was the real strength of the Dank; as people became accustomed

to the knowledge that the reserve power existed, it rarely required to be ex-

ercised. Quite a small rise in Bank rate was taken as a signal; and a signal

was enough." 1/

Conditions today are different in two important respects: In the first

place, the existence of a large unfunded public debt precludes rises in in-

terest rates that would increase significantly tu-e burden of the delit: "The

Treasury is bound to resist rises in Bank rates which rill a,gravate its

budgetary problems; Parliament is bound to resist the handing out of taxpayers'

money to financiers and rentiers.1 1 In the second place the adjustments that

are needed to restore balance in the British econony are of an entirely

different order of magnitude from-those that had to be rade from time to time

during the days when Bank rate was the major instrumnt of economic policy.

That Bank rate can no longer have the corrective effects which in the

past were associated with it is bound to become apparent in the course of time.

This means that the psychological impact of the March announcement and its

undoubted success .in creating a new, less inflationary climate in the economy,

were once-for-all gains which similar announcerents in the future are unlikely

1/ Bulletin, op. cit. p. 269.



W 914 -

to produce,assuming that a further increase in Bank rate would be contemplated,

which seems improbable. Moreover,the fact that the rise in Bank rate coincided

with a period of falling commodity prices and world-wide stabilization makes

it difficult to determine how much of the business caution thich ueveloped

in 1952 and contributed so greatly to the disinflationary atimosphere of that

year is attributable to the psychological impact of 2 znk rate and how much

to the change in the world economic outlook.

In the light of these considerations the claims of monetary policy

enthusiasts on behalf of the monetary instrument and of its contribution to

the recent improvement of the British p9sition a :pear exaggerated. If our

interpretation of the British position is correct, the basic difficulties

facing the British economy have still to be solved. The claims of the ad-

vocates of monetary policy must be judged by the test of whether monetary

policy can play a major role in solving these difficulties. There can be

no doubt that a severe enough degree of monetary contraction could,in a very

short time, restore both external balance and internal stability,but it could

not do so without at the same time creatinG severe unemployment. In Lact, it

is only through the creation of unemployment, that most efZecLive of stauilizer:

that monetary contraction can achieve its purpose. It is clear that even if

it were desirable to reduce the level of employment in 'ritain, Ythich it is

not, such a course would not be acceptable to the British public. This in-

evitably means that the contribution which ,aonetary policy can make to the

solution of the complex problems facing the British economy is strictly

limited.

This is not to say that the recent increases in interest rates were

unjustified. On the contrary the increases were over-due and have supplemented

the other measures taken to deal with the crisis. A cheap money policy is

clearly inconsistent with the present strain on British resources and is



bound to be inflationary unless the econom were subjected to a still greater

degree of control and regimentation. The cost of borrowing may not be the

major factor in business decisions but it is one of the factors, espec.ially

in marginal cases,and in Britain, where resources are so strained, such

marginal cases may make the difference between inflation and stability. Nor

were the recent rises in interest rates such as to justify the contention

that they will adversely affect the country's industrial development. 1/

But to call these necessary increases in interest rates a rediscovery of

monetary policy and a return to monetary orthodoxy is an exaggeration. More-

over, the Government's subsequent actions have clearly demonstrated that there

was no intention to make any drastic departure from the policies evolved in

the postwar period.

1/ Present levels of interest rates are as follows:

Yields
October 1951 fiovember 1952

British Government Securities
Short-dated 1.70 2.88
Medium-dated 3.66 4.18
31% War Loan 4.o6 4.48

2% Consols 3.81 ).16

Industrial Securities
Debentures 4.33 4,82
Preference shares 4.9 4  5.6
Ordinary shares 5.26 6.46

Yields on real property are estimated to have increased from 4)% -5% to 6%. Rates on mortgages increased from 4 to 415. No information is
available on interest rates on Bank advances.
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D. CONCLUSIONS

It has been a.feature of the British postwar economy that, .every time

the external position improved, restrictions were relaxed and hopes for an early

restoration of convertibility revived. The recent improvement is no exception

to this pattern. The fact that the communique of the latest Commonwealth Con-

ference contains references to the restoration of sterling convertibility as "an

integral part of any multilateral system" and as an objective that can be reached

"by progressive stages" has been widely interpreted as an indication that steps

in this direction have been seriously discussed at the Conference and nay soon

be put into operation.

The wording of the communique suggests that an attempt will be made

to secure financial support through the International ionetary Fund or through

an American stabilization credit. The impression is also widely prevalent that

any move towards convertibility will be combined with :Teater flexibility of

exchange rates. In fact, it is reported that there was general agreement at

the Conference that there can be no question of re-establishing convertibility

of sterling on the basis of a fixed parity.

Another impression is that, whatever is done about convertibility,

there is no intention of dismantling the present discriminatory import restric-

tions against dollar goods. Finally it is reported that, before embarking on

a convertibility venture, Britain intends to seek undertakings from important

non-dollar countries that, is and when sterling becomes convertible, they will

not so conduct their trade as to accumulate sterling for the precise purpose

of converting it into dollars. There is also the suggestion that European

countries might be sounded about joining in the convertibility experiment.

All these, however, are mere guesses and there are wide discrepancies

between them. Some reports give the impression that the Copzionrealth plan
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merely envisages consultations with the United .States on how to expaned the

supply of dollars to the world, with the restoration of convertibility as an

ultimate objective. Other reports suggest that a plan for a,limited form of

convertibility may be put into operation at an early date independently of

American decisions.

The importance and urgency attached to this aspect of the British

economic problem arises from the conviction that only when convertibility is

restored will confidence in sterling be firmly established and the ghost of re-

current crisis be finally laid. It is also pointed out that the size of the

dollar losses suffered since the end of the war as a result of periodic lack

of confidence in sterling has been so great that it would probably not have

been exceeded under conditions of convertibility. Britain, it has been said,

has borne the cost of convertibility without its benefits since she has in fact

converted large amounts of sterling into dollars while its currency continued

to bear the taint of inconvertibility. It is therefore concluded that, given

an adequate reserve to inspire confidence and given fluctuating exchanges to

allow room for maneuver to the monetary authorities, sterling convertibility

could be maintained without undue cost in dollars, to the immense advantage of

both Britain and the rest of the world.

In our opinion, this approach disregards the realities of the British

as well as the world situation.

In the first place, as already pointed out, the present British

dollar balance is of the most precarious kind and in no way signifies that Britain

has achieved real equilibrium in her dollar accounts, Our analysis of British

economic developments since the end of the war has shown that all the postwar

dollar crises occurred during periods when import restrictions had been relgxed

and the control of inflation had weakened, In all cases it is only after the
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deterioration in the current account had assumed serious pro?ortions that ad-

verse capital movements nagnified the crisis. The existence of a large reserve

is no guarantee that there will be no serious dollar deficits in the future.

On the contrary the availability of a large reserve might reduce the urgency

and weaken the incentive to take the (always unpleasant) corrective steps

whenever such deficits develop. In that case no reserve will prove to be large

enough to take care of Britain's dollar problem. It is said that a stabiliza-

tion credit, if granted, would be granted on the understanding that it would be

used as little as possible and would not therefore be exposed to this risk of

early exhaustion. It is clear that if Britain is to honor such an undertaking,

both she and the rest of the sterling area will have to watch their external

accounts and their interna+ position much more carefully than they have done

up till now. In that case, however, those sudden deteriorations which cause a

world-wide distrust of sterling will not recur and hence the need to shore up

confidence in sterling will not arise. The inadequacy of the present British

reserves is real enough but it is not the cause of Britain's difficulties. If

it were, the solution of these difficulties would be a relatively simple matter,

which it is not.

In the second place, the "freeing" of the exchange rate which is

said to be an indispensable condition for the restoration of convertibility

would provide such an inducement to speculation that it would completely nullify

the confidence in sterling that may be engendered by the restoration of con-

vertibility. The knowledge that sterling is liable to slump as soon as pressure

develops on the exchanges is bound to make speculators watch with eagle-eyed

interest the British economic position and react with the usual over-sensitivity

of speculators to any sign of weakness. Similarly, it is difficult to see how

a currency whose value is subject to day-to-day fluctations can play the role of
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a major wo rld currecny which countrieswould be Alling to hold and use exten-

sively in their foreign transactions.

In "setting the exchange rate freeP Britain would not only be taking

a step which is unlikely to help her in her difficulties, phe would also be

going back on the obligation undertaken under the Fund Agreement to consult

with other nations before altering the external value of her currency. The

suggestion that the Fund Agreement could be amended to provide for a wider

toleration of exchange fluctuations is a suggestion that would make the Fund

entirely ineffective,since one of the main purposes in establishing the Fund

was to make the determination of exchange rates a matter of international

cooperation. The abandonment of this principle may mean that the 1950's will

have to relearn the lesson of the 1930's, that independent national action on

matters affecting other countries not only creates ill-will and suspicion be-

tween nations but is also self-defeating. Y!

In the third place, the restoration by Britain alone of dollar con-

vertibility in a world starved of dollars is likely to put an unbearable pressure

on sterling and force the abandonment of the experiment in a relatively short

space of time. It has been estimated that in 1951 the countries that would

benefit from sterling convertibility earned 43,200 million from their exports

to Britain. It is clear that even if a small fraction of this sum were con-

verted into dollars the burden would be beyond Britain's ability to bear. Ar-

rangements with the countries concerned not to seek to accumulate pounds for

conversion into dollars, if effective, would no doubt meet this difficulty

1/ Those who make the suggestion about wider exchange fluctuations do not specify
the rate of toleration they have in mind. It is clear, however, that the
significance of the proposal depends on the size of the fluctuations that it
contemplates. A small widening of the present points would not be incompat-
ible with the purpose of the Fund but it would also be unlikely to do the job
of adjustment expected frem it. Very wide points, on the other hand, are
tantamount to complete freedom to alter the exchange rate.



but then convertibility thus hedged would be a mere formality.

Agreement by other major countries to follow sterling in the ex-

periment of convertibility would reduce the danger of the whole impact of the

world dollar shprtage falling on Britain alone but there would still,be the

danger that each country would try to turn its holdings of other countries',

currencies into dollars. Such z- cfrort, made simultaneously by all countries,

would obvi_.tybe self-defeating but, in the process, trade among those countries

aould shridk and all will be losers. Mutual undertakings not to seek dollars

from each other would be a way of preventing this fromA happening but again

convertibility under such conditions woild prove to be an empty gesture.

In the fourth place, if Britain is to have the dollars that will be

needed to implement a system of convertibility that is more than a mere form-

ality, she will have to continue imposing the most severe restrictions on im-

ports from the dollar area. This means that she will be depriving herself of

urgently needed commodities in order to supply dollars to countries from which

she would be obtaining less desirable goods and which might, ironically,be using

these dollars to import luxuries from the dollar area.

So far, these aspects and implications of convertibility have received

surprisingly little attention,but there can be no doubt that once the British

public realize what, under present conditions, is involved in supplying dollars

against sterling, support for the arrangement will wane fast. It is well to

remember with what relief the public greeted the abandonment of the gold

standard in 1931, i.e. at a time when the sacrifices involved were incomparably

smaller than what would be required today by a return to convertibility.

However distasteful, the conclusion must be accepted that the con-

ditions which made possible the convertibility of sterling before the war no

longer exist: the cbllar investments have been liquidated, gold buys only half
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the goods it could buy before the warp imports are considerably more expensive

in terms of exports, goods urgently needed are no longer dtainable outside

the dollar area and there has been a social revolution, which,like all revolu-

tions is proving costly and unsettling. Before sterling can be made convertible

into dollars Britain must create either new sources of dollars or new sources

of supply. Both are long-term as well as expensive propositions which, moreover,

depend not only on British actions but also on the actions of the United States

and of primary producing regions. Until these conditions are fulfilled, attempts

to restore convertibility are bound to prove premature.

The fact that sterling cannot be made convertible into dollars does

not, however, mean that it must remain a weak currency. If the necessary steps

are taken, sterling could, before long, become again a sound and highly re-

spected currency with all the attributes of a truly international means of ex-

change, save dollar convertibility.

In our opinion, the strengthening of sterling in the coming years will

depend on Britain's willingness to do the following things:

(a) Prevent any further rise in British prices. A currency whose purchasing

power steadily declines obviously cannot play the role of international means

of exchange.

(b) Maintain a balanced external.position vis-a-vis the non-dollar world at

the highest possible level of trade. This will require a considerable increase

in exports of heavy industrial goods, which in turn will depend on the expansion

of production in the heavy industries. It will also require the abandonment

of the idea that surpluses can be earned with these areas through import re-

strictions.

(c) Stabilize the flow of her imports and thus put an end to the postwar

pattern of import expansion followed by import contraction which has not only
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been a principal factor in the recurrent British crises but has also had a

highly disruptive effect on world prices and world trade. It is the fashion

in Europe to criticize the United States for the instability of its purchases

of raw materials and to attribute the violent fluctuations of international

commodity prices to this erratic American behavior. A glance at the British

postwar performance will show that British purchases have been no less erratic

in the postwar period.

(d) Improve the machinery of the sterling area to ensure better coordination

of policies and closer cooperation on common problems. The degree of decentraliza

tion of decisions at present obtaining in the sterling area is clearly incompat-

ible with the operation of a common reserve. Moreover, postwar experience shows

that the existing machinery of consultation is both too slow and too cumbersome

to anticipate events and prevent crises. It also shows that there is no machinery,

at all for coordinating investment and directing the flow of resources to those

projects that would make the greatest contribution to the solution of common

problems.

(e) Attain the highest possible degree of transferability of currencies within

the non-dollar world with complete freedom of exchanges as the ultimate goal.

The best way to do this would be to gradually expand the scope of the European

Payments Union until all non-dollar countries become members.

(f) Work for a common approach by the non-dollar world to the solution of the

dollar problem that would seek to maximize exchanges with the dollar area and

would ensure that the efforts of individual countries to solve their dollar

difficulties do not cancel out.

It is sufficient to enumerate the things that have to be done before

the present weaknesses of sterling are overcome to realize that a mere technical

device, such as declaring that sterling is convertible into dollars, cannot do

the trick.
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The fear that continued inconvertibility of sterling would divide

the Western world into two rival and antagonistic blocks is unfounded. There

can be no doubt that a unified world economy would be a far better alternative,

but, until the United States decides to accept more of the world's products,

such an economy will remain an unattainable objective. A return to non-

discriminatory trade and currency convertibility on the basis of the present

insufficient world supply of dollars would not expand trade with the United

States, it would merely force the non-dollar countries to reduce their exchanges

among thereselves to the low level of their exchanges with the United States.

The obstacles to the acceptance of this conclusion are largely

psychological. Having convinced ourselves that a currency that is not convertible

into dollars is an unsound currency, we are unable to see how anything less

than ull convertibility can work. Once it is recognized that there is no in-

dignity in non-convertibility,provided a currency has a stable purchasing power,

most of the difficulties in accepting the implications of the present inter-

national economic structure will disappear.

In this respect it is worth recalling that after the first aorld iar,

the objective of making it possible for the pound to "look t1he doll&r in the

face" became the major consideration of 7ritish economic policy. Disre-arding

the fact that the British price level had risen more than the American price

level, Britain proceeded to restore the pound to its prewar parity. The result

was unemployment and a general strike which swung the pendulum of public opinion

so far in the opposite direction that seven years after the return to parity

public opinion was willing to accept, not merely devaluation, but also the

abandonment of the gold standard and of free trade, and the adoption of Imperial

Preference i.e, all the things Britain had stood against in her modern history.

There is a warning in this experience. A new failure of convertibility may not
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merely lead to the conclusion that the attempt was premature, it may discredit

the idea of international cooperation itself and fan the fires of extreme

economic nationalism which, in all countries, are smouldering in the background.


